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Prologue: The Battle for 
Open Skies 


CONCEPT ARBITRAGE has allowed enterprising indus- 
trial moguls in emerging economies to build companies 
in industries as diverse as retail and telecom. The story 
of deregulation and privatization in the most advanced 
capitalist nation provides fertile ground for predicting the 
evolution of industries. It’s not a perfect science, but the 
business models that emerge are examples of what is 
possible. 

The story of airline deregulation and privatization is 
being played out in many emerging economies, including 
India and Malaysia, as discount carriers take on erstwhile 
protected carriers. The similarities and differences with 
the US experience give a clue as to how successful they 
will be. To that effect, this book looks at the history of 
deregulation in the US—the players, the strategies and 
the continuing battle for the open skies. 

The US airline industry was deregulated in 1978, based 
on the expectation that a large number of new discount 
airlines would enter the field and provide the public 
considerably lower airfares. In fact, over the first few years 
following deregulation, a number of new discount airlines 
did come into existence and provided the public consider- 
ably lower airfares. However, the major airlines developed 
a strategy to eliminate the discount airlines. Ten years 
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after deregulation, all but one of the new airlines 
were shut down, and the one remaining airline was in 
bankruptcy. 

The major airlines—Delta, American, United, North- 
west, Continental, and US Airways—took a number of 
steps to dominate the industry during the 1980s and early 
1990s. One of the weapons they deployed was to control 
most of the gates at airports in large cities. The major 
airlines obtained exclusive leases for use of many of these 
gates for 20 years or longer. This was in spite of the fact 
that the Federal government originally provided the money 
to build major airports and their runways. To develop 
customer loyalty, the major carriers introduced costly 
frequent-flyer programs that provided an incentive for 
passengers to fly a particular airline. They also built 
luxury lounges where frequent business travelers could 
relax and have a drink. In addition, the major airlines paid 
premium fees to travel agents to book flights on their 
airlines. In summary, the major airlines created an 
expensive hub-and-spoke system and provided many costly 
amenities. 

Despite these steps, they still experienced a problem 
when start-up discount airlines started to fly routes to the 
major hub airports. Given that the discounters had much 
lower operating costs, they were able to charge consider- 
ably lower fares than the established airlines. In many 
retail fields there are high-cost operators as well as low- 
cost firms, and they tend to co-exist by meeting the needs 
of two different market segments. However, the major 
airlines developed a strategy to keep the discount airlines 
from successfully competing in their high-cost hub 
markets. 

The strategy was to respond aggressively when discount 
airlines started flying on some of the major airlines’ high- 
price routes. The major airlines would temporarily lower 
their prices and meet the low fares of the discount airline. 
In the process, the major airlines were selling tickets far 
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below their operating costs. When the small discount 
airlines were unable to gain enough volume to sustain 
their operation, they would withdraw from these routes. 
The major airlines would then increase ticket prices back 
to the original level or in many cases to a higher level than 
before. The major airlines were able to subsidize tempo- 
rary losses on select routes with the profits from the vast 
majority of their routes, where they experienced no com- 
petition from discount airlines. 

The outlook for the discount airlines sharply improved 
from 1993 to 2000 (during the Clinton administration). A 
number of studies were conducted and hearings held 
regarding major airline dominance of large airports and 
the monopoly fares they charged. In 1998, the Department 
of Transportation (DOT) tried to introduce guidelines to 
stop predatory pricing, but this effort failed. The US Jus- 
tice Department attempted to bring a predatory-pricing 
case against American Airlines, but the judge refused to 
hear the case. Nonetheless, the DOT was able to remove 
many of the barriers to entry faced by discount airlines 
in the large markets of the major airlines. As time wore 
on, the resourceful discount airlines began competing on 
three-fourths of the 1,000 busiest routes in the country. 
Many airline analysts believe that the discount carriers 
that offer good service and some amenities will continue 
to expand their market share. This is the reason the 
outlook for the six major airlines remains bleak and 
action needs to be taken to reduce the number and costs 
of the major airlines. 

Southwest Airlines is the oldest, biggest, and most 
profitable discount airline. Following airline deregulation 
in 1978, it systematically expanded its operation across 
much of the country by offering lower fares. It is also the 
largest airline in the United States in terms of domestic 
passengers boarded, and has been consistently profitable 
for more than 30 years. Southwest has held its costs down 
by offering basic airline service with few frills. There are 
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additional savings due to its low cost, point-to-point method 
of operating that avoids the costs and delays of flying to 
many of the major airports. 

AirTran Airways (originally called ValuJet) came into 
existence in 1994 when it took over the gates of Eastern 
Airlines after Eastern withdrew from Atlanta airport. The 
small discounter began flying two airplanes to a few cities 
in Florida, and has steadily expanded its fleet of airplanes 
and service routes, mainly in the southeastern part of the 
United States, to become the second-largest discount 
airline. Recently, it started flying long-distance routes to 
the western part of the country. 

JetBlue Airways began operating in 1999 by providing 
low-cost transcontinental service from the under-used 
John F. Kennedy (JFK) Airport located outside of New York 
City. It was the first discount airline to compete on long- 
distance domestic flights, which had been a highly prof- 
itable part of the major airlines’ business. JetBlue has 
ordered 200 feeder airlines to fly passengers from small 
cities in the northeast to its major airport in New York 
City. JetBlue intends to fly these passengers and others 
originating in New York City on its profitable long-dis- 
tance flights across the country. 

The discount airline movement spread to Europe in the 
1990s, and discount airlines have sharply cut into the 
market share of the high-cost national airlines. The 
largest discounter in Europe is Ryanair. It is modeled after 
Southwest with an even more bare-bones approach to 
services. 

There is some concern that discount airlines are now 
expanding too rapidly and that they could be setting them- 
selves up for a shakeout along with the major airlines. 
The major airlines and their affiliates have witnessed the 
growth and profitability of the discount airlines, and some 
have decided to reorganize as discount airlines. In 2002, 
Arizona-based America West sharply lowered its cost and 
converted from a full-service airline to a discount airline. 
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In 2004, Atlantic Coast Airline, which was a feeder to two 
major airlines, changed its name to Independence Air and 
became a discount airline flying to 35 cities from Dulles 
International Airport in Washington, D.C. In early 2005, 
American West acknowledged that it was holding discus- 
sions with US Airways about forming a new discount 
airline that would be even larger than Southwest. 

In chapter one, we will look at how the stage was set 
for deregulation in the US. In the second chapter we visit 
two start-up airlines that tried to capitalize on the oppor- 
tunity presented by deregulation—and failed. The next 
couple of chapters discuss the cut-throat response by the 
major airlines and the tactics they adopted to combat 
competition. 

Most of the subsequent chapters are devoted to the new 
airlines that came in with a low-cost model and how some 
of them managed to break the cozy oligopoly of the majors. 
International events in Europe and Asia and the rel- 
evance of the US experience is also discussed. 

The book concludes by addressing the big question: what 
will be the fate of the majors airlines? With four airlines 
in bankruptcy in 2006, the US airline industry is experi- 
encing a significant crisis. The major airlines incurred 
an incredible loss of more than $20 billion from 2001 to 
2004. These losses are expected to pile up throughout 2006 
and could continue even longer. Furthermore, the Federal 
government loaned the troubled airlines $15 billion in 
2002 based on the argument that the “September 11, 2001 
crisis” was a primary reason for the plight of the major 
airlines. There is no doubt that their losses were in part 
due to the aftermath of a troubled economy and reduced 
demand for air travel. But a significant and ongoing factor 
in the huge losses of the principal airlines is that too many 
of them have high cost structures. Their expensive hub- 
and-spoke systems are broken, and need extensive repair. 
Permitting the major airlines to consolidate and downsize 
could help reduce their financial problems, but even this 
move will not totally resolve these issues. 
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The remainder of the decade is going to be very chal- 
lenging for the US airline industry. As it braces for the 
inevitable rationalization, there will be new lessons for 
the global airline industry. In the meantime, it is possible 
to predict how the battle for the skies is likely to turn out 
in fast-liberalizing economies by comparing and contrast- 
ing deregulation in the US. 


Chapter 
One 


Flight Plan for Deregulation 


IN THIS chapter, we will briefly review the history of 
airline regulation from 1938 to 1978. This provides the 
context for the push towards deregulation—and its initial 
failure to achieve the desired results. Airline deregula- 
tion was expected to create more airlines, greater choice 
of airline services, and lower prices. Initially, the promise 
of more competition and lower fares turned out much as 
expected. However, 10 years after deregulation, there 
were fewer airlines in existence than before deregula- 
tion. There was only one new airline in existence at that 
time, and it was in bankruptcy. Furthermore, several of 
the original legacy airlines had gone out of business and 
industry concentration was increasing. The heightened 
competition that had been expected following deregula- 
tion was stillborn. 

But now, more than 25 years after the deregulation (in 
1978), it appears that the policy is finally paying off for 
airline consumers. There are both stable, profitable low- 
cost carriers and new, fast-growing discount airlines that 
are providing the public with lower fares. In contrast, the 
legacy carriers lost billions of dollars from 2001 to 2004, 
and Delta and Northwest executives have speculated that 
by 2010 as few as two of the six legacy carriers operating 
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in 2004 (American, United, Delta, Northwest, US Airways 
and Continental) will still be in existence. 


A SHORT HISTORY OF REGULATION 


First we will consider legislative history leading up to the 
passage of the Civil Aeronautics Act of 1938, which regu- 
lated the development of the emerging commercial air- 
line industry. Coming out of the Great Depression of the 
late 1920s and 1930s, the Federal government recognized 
that the airline industry was in its infancy and that it was 
vulnerable. There was concern that in the absence of 
regulation, the competitive environment would impede 
the industry’s ability to stabilize and grow. The existing 
airmail legislation was believed to contain features that 
would weaken the development of the commercial airline 
industry. Congress also wanted to create legislation that 
would avoid the economic chaos experienced in the rail- 
road and motor-carrier industries. The goal was to estab- 
lish legislation that would nurture the development of a 
field perceived as a public utility type of industry. While 
the airline industry was in its infancy, there was the 
belief that it was a field with vast potential and of great 
significance to the economic development of USA.! 

The goal of Congress was to pass legislation that would 
promote orderly development of a competitive airline- 
transportation industry. It wanted to avoid a period of 
destructive competition resulting from bad competitive 
practices and uneconomical capital structure. Some 
members of Congress expressed concern that the emerg- 
ing air-transportation industry might experience destruc- 
tive price wars and wasteful practices. They advocated 
legislation that would preserve competition and prohibit 
industry monopolization. In the actual drafting of the 
legislation, Congress explicitly stated that the purpose 
of the legislation was to create a competitive airline 
industry.? 
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CREATION OF THE CIVIL AERONAUTICS BOARD 


President Roosevelt signed into law the Federal Aviation 
Act that established the Civil Aeronautics Board (CAB) in 
1938. It was an independent regulatory agency whose 
purpose was to provide regulation to help guide sound 
growth in the emerging air-transportation industry. The 
responsibility of the CAB was divided into three major 
categories as described below: 


1. Entry: prescribe which routes will be flown, the cities 
to be served, and the airlines to provide the service. 

2. Rates: determine whether fares are “just and rea- 
sonable” and authorize the airfares to be charged on 
different routes. 

3. Antitrust: the authority to approve or disapprove a 
number of airline agreements, some of which vio- 
lated major antitrust laws. 


Entry 


Immediately following the passage of the Act, the CAB was 
primarily concerned with issuing certificates to those 
airlines that had provided service to cities during the 
“Grandfather” period (May 14, 1938 to August 22, 1938). 
The applicants were air carriers that had provided con- 
tinuous service over the Grandfather period. After certi- 
fying service to the Grandfather carriers, the CAB started 
certifying new routes for airlines to serve. Some of the 
criteria used included: (a) route integration, (b) frequency 
of service, (c) equipment to be used, (d) fares to be charged, 
(e) effort to promote route, (f) need of applicant to strengthen 
routes, (g) profitability of route for applicant and existing 
carriers, and (h) level of diversion of traffic from existing 
carrier(s).* 

The CAB tended to favor issuing new routes to smaller 
carriers who were at a competitive disadvantage due 
to the limited routes they served. Favoring new route 
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requests of smaller carriers was also done to reduce 
industry concentration. Permitting smaller carriers to fly 
on lucrative routes was viewed as an important way of 
improving route structure for the nation. In addition, by 
strengthening the smaller carriers, the CAB was often 
able to reduce the Federal subsidy it was paying. The CAB 
also tended to favor route requests of some large carriers 
who were experiencing financial difficulty.® 

It was Congress’s intention in passing the 1938 Act that 
the CAB would implement a cautious but moderately 
liberal approach to entry of new airlines as the market 
expanded. From 1950 to 1974, the CAB received 79 appli- 
cations from firms seeking authority to provide scheduled 
airline service. However, no new airlines were allowed to 
enter the industry. Furthermore, between 1969 and 1974, 
the CAB refused to accept any applications to serve new 
routes. Of the 16 trunk-line carriers that were 
“Grandfathered” in 1938, there were only 10 in existence 
four decades later in 1978 when the airline industry was 
deregulated. In spite of rapid growth of the airline indus- 
try, the CAB did not see it fit to allow new firms to enter 
the field. The “big-four” airlines in 1938 (United, Ameri- 
can, Eastern, and TWA) were the same four airlines in the 
mid 1970s.® 


Airfares 


From 1938 to 1974, the CAB set airline fares using a 
methodology that determined rates for regulated monopo- 
lies such as public utilities. The CAB examined the costs 
and revenue figures for the entire airline industry. It then 
adjusted these figures to determine what cost and rev- 
enue would have been, had the entire airline industry 
operated with a load factor of 55 percent (it assumed that 
planes should fly at this level of capacity). A 12 percent 
return on investment was added to determine the total 
cost that had to be covered by revenue. Finally, fares were 
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set to generate revenue to cover costs, with adjustments 
made for the distance of different routes.’ 

Congress determined that while this system was ad- 
ministratively efficient, it tended to keep airfares at 
unreasonably high levels. The load factor of 55 percent 
was considered to be too low in comparison to intra-state 
airlines in Texas and California that were achieving load 
factors of 60 to 70 percent. One reason for the legacy 
carriers not achieving higher load factors was that the 
board prohibited selective price cuts and required the 
airlines to charge the same fares for equal-distance 
flights. More efficient carriers were prohibited from low- 
ering their price to take business away from less efficient 
carriers. The prohibition on competing on price led some 
airlines to add services to attract customers, which in 
turn, drove up their costs. Some airlines offered lavish 
services and had large advertising budgets which contrib- 
uted to driving up customer costs. As cost spiraled and 
profits diminished, the airlines sought fare increases.® 

There was a fundamental drawback to rate-making by 
the board. The focus was on “cost-based pricing” and not 
“demand-oriented pricing”. The general public that might 
take a vacation or visit friends if the price was lower was 
largely ignored by the pricing regulations of the CAB. 


Antitrust 


Firms in unregulated industries are not allowed to collude 
in any way, such as in the setting of prices, reduction in 
capacity, and the use of promotion. Officials of the Justice 
Department and Federal Trade Commission carefully 
monitor the behavior of unregulated firms. However, the 
CAB was responsible for monitoring the competitive be- 
havior of the airline industry. In the late 1960s, excessive 
optimism led the airline industry to overinvest in large- 
capacity jet aircraft and during the recession of the early 
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1970s, demand for air travel fell. The CAB allowed several 
major carriers (e.g., United, TWA, and American) to agree 
collectively to reduce flights on a number of major domes- 
tic routes from 1971 through 1975. There was also some 
evidence of other collective agreements made by airlines 
without permission of the CAB, but no action was taken 
against the airlines.9 


Major CRITICISMS OF AIRLINE REGULATION 


One problem with airline regulation that was often cited 
was “inefficient pricing”. In free markets, prices are nor- 
mally determined by the interplay between “supply” and 
“demand”. The interplay of market forces tends to produce 
a level of price and supply of service that consumers 
demand. However, rate setting by the CAB interfered with 
the normal workings of the market and created a sub- 
optimal fare structure. The competition that did exist was 
trying to create better services that resulted in higher 
costs and, in turn, higher prices. There was a strong 
sentiment that prices tend to be higher than an unregu- 
lated market would have set. The decline in prices in 
the early years following deregulation in 1978 was used 
to support the conclusion that regulations contributed to 
higher prices.!° 

A second problem related to airline regulation was 
“inefficient routing decisions”. The CAB had the authority 
to require airlines to show public need when requesting 
authority to fly different routes. The burden was on a new 
entrant to prove that public need existed before new routes 
would be approved. It was common for the incumbent 
carrier(s) to challenge applicants of other carriers wish- 
ing to fly on their existing routes. By making it difficult 
for new airlines to enter existing routes, the CAB pre- 
vented more efficient carriers from challenging less ef- 
ficient airlines, causing fares to fall.!! 
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A third problem associated with airline regulation was 
that it “impeded new airlines from entering the industry”. 
A new firm was confronted with substantial hurdles in 
obtaining certification to enter the commercial-airline 
industry. Existing airlines were permitted to present 
evidence in opposition to application for certification of a 
new carrier. This process worked very well for the “Grand- 
fathered” carriers and allowed them to prohibit any new 
airline from entering the industry during airline regula- 
tion. 2 

A fourth problem of airline regulation was that it con- 
tributed to inefficiencies due to sanctioned actions and 
other illegal conduct. The Federal Aviation Act of 1958 
gave the CAB authority to agree to anticompetitive and 
harmful practices that otherwise would have been deemed 
illegal by the antitrust laws. For example, the CAB sanc- 
tioned agreements among competing airlines to decrease 
their service on given routes in order to increase their 
load factor and improve profitability. !° In addition, there 
was evidence of persistent unsanctioned collusive behav- 
ior while the CAB regulated the airline. For example, the 
airlines allegedly used the Air Transport Association to 
coordinate price increases. !*+ 


ADVOCATES OF DEREGULATION 


There was a growing body of academic literature by econo- 
mists during the 1960s and early 1970s that was critical 
of airline regulation. Economists specializing in the air- 
line industry were frequently asked to testify before con- 
gressional hearings regarding the shortcomings of airline 
regulation. Many economists claimed that the airline 
industry was close to being “perfectly competitive”, and 
that deregulation would remove the harmful consequences 
of regulation by the CAB. The view was often expressed 
that airline deregulation would contribute to greater 
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efficiency, a different level of airline services, lower 
prices, and more competition. 15 

William A. Jordan conducted a study that was important 
in two respects. His research supported the conclusion 
that regulation often protects “producers” and not “con- 
sumers”. He also noted the much greater efficiency of 
intrastate airlines that are free of CAB regulation. '® 

George W. Douglas and James C. Miller researched the 
regulated airline industry and stated that: 


... we concede that the airline industry, if deregulated, would 
probably contain certain market imperfections.... However, 
the preconditions for pure competition appear to be present. 


Later in a congressional hearing Miller stated: 


A regulator is inherently less capable of administering 
resources “correctly” than is an individual competitive 
entrepreneur. 17 


Michael E. Levine, writing in a law journal, avoided 
much economic rhetoric and stated: 


Such regulation ... cannot add economic benefits to those 
already provided by free-market competition.... Regulatory 
experience ... suggests that the ultimate result will be 
government protectionism, the proliferation of inefficient 
practices, and oligopolistic market behavior.!8 


Alfred E. Kahn wrote two books on economic theory and 
became chairman of the CAB as deregulation was being 
implemented. His second book contained a large section 
on the airline industry where he stated: 


The airline industry is structurally suited for effective 
competition. Economies of scale are evidently quite limited, 
and barriers to entry—except for the Federal Aviation Act 
and the CAB itself—are relatively low. 
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Kahn expressed his strong conviction in favor of airline 
deregulation to Congress and said the following: 


It is time to replace a protectionist stature with one that 
will genuinely encourage competition. It is time to return 
this industry to the free enterprise system .... Everything 
about the air transportation industry persuades me that 
competition is feasible ....The CAB is simply not capable of 
making business decisions as good as the ones that busi- 
ness itself will make in a competitive environment. It is that 
simple and that fundamental.!9 


A number of government agencies were also influential 
supporters of deregulation and they employed an increas- 
ing number of economists. These agencies included the 
Federal Trade Commission, the Antitrust Division of the 
Department of Justice, the Department of Transportation, 
and the Council on Wage and Price Stability. The mission 
of these agencies was predicted on the assumed benefits 
of competition. In addition, economists on the Council of 
Economic Advisors, the Office of Management and Budget, 
and the CAB joined in support of airline deregulation.?° 

One of the top priorities of both the Ford and Carter 
Administrations was regulatory reform. During the Ford 
Administration, the Domestic Council Review Group for 
Regulatory Reform was created. It helped to organize 
reform groups and assisted in drafting reform proposals. 
President Carter supported key legislative leaders such 
as Senators Edward Kennedy and Howard Cannon, who 
worked on legislation to deregulate the airline industry. 
Carter also assisted in the development of ad-hoc groups 
in favor of deregulation. These included organizations 
such as the National Federation of Independent Business, 
the American Farm Bureau Federation, Nader’s Aviation 
Consumer Action Project, and the National Association of 
Manufacturers. Several businesses with large airline 
shipping costs joined in support of deregulation. Many 
consumers also supported the principle of airline 
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deregulation believing they would experience better ser- 
vice and lower fares.?! 

In summary, during the 1970s, many economists and 
industry analysts developed a consensus that airline 
regulation was contrary to the public interest. These 
problems were associated with setting of airfares, restric- 
tion on competition on different routes, entry of new 
airlines, and the sanctioning of inefficient and collusive 
behavior. 


GOVERNMENT PoLicy TURNS IN FAVOR OF DEREGULATION 


Upon taking office in 1974, President Ford targeted double- 
digit inflation as the centerpiece for his administration’s 
new domestic program. A number of conferences were 
held in September 1974 to solicit views from academics, 
government officials, Congressmen, and interest groups 
regarding ways to curb inflation in the country. The 
administration and academic economists were united in 
their view that much economic regulation was costly and 
anticompetitive. Deregulation was extremely compatible 
with the Administration’s position of reducing costs and 
curbing inflationary pressures.?? 

President Nixon sent a message to Congress on Octo- 
ber 8, 1974 where he reinforced an earlier Nixon linkage 
between inflation and excessive regulation. He stated 
that “the Federal government imposes too many hidden 
and too many inflationary costs on our economy.” He 
recommended that Congress establish a National Com- 
mission on Regulatory Reform that would “identify and 
eliminate existing Federal rules and regulations that 
increase costs to the consumer and return to vigorous 
antitrust enforcement.”?° 

There were a large number of Congressional hearings 
regarding the pros and cons of airline deregulation. The 
sentiment was growing that something had to be done 
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about airline regulation, with an increased belief that it 
was a large contributing factor to the country’s inflation- 
ary problem. Senator Kennedy’s oversight committee held 
one of the hearings in early 1975. In his opening remarks, 
Senator Kennedy set the stage for the hearings by noting 
that “regulations all too often encourage or approve un- 
reasonably high prices, regulation is also passed on the 
consumer, and that cost is astronomical.”24 

The Ford administration then stated its position on 
aviation reform. The Secretary of Transportation explained 
that the administration was preparing a legislative pro- 
posal that represented “a major departure from the regu- 
latory regime we have relied upon in the past [and] will 
fundamentally redirect our air transportation regulation 
policy.” The secretary went on to endorse the position of 
economists that the current regulatory system 


misplaces incentive and disincentive, distorts competitive 
advantage, protects inefficient carriers from effective com- 
petition, over-restricts market entry, artificially inflates 
rates, and misallocates our nation’s resources.?> 


Over the next eight days of hearings, widespread dis- 
satisfaction of CAB control of the airline industry was 
expressed, even by some of the regulated airlines. But 
there was disagreement on the type of reform necessary 
to improve the situation. Economists and officials from the 
Department of Justice and the Council of Economic Ad- 
visors joined together in favor of “total deregulation” of the 
airline industry over time. Existing carriers were in favor 
of “incremental change” in the CAB authority, but opposed 
total deregulation. One airline executive said, “the types 
of changes we feel are worthy of consideration are those 
that would tend to improve the present system, and not 
destroy it.”2° Existing carriers were strongly opposed to 
elimination of the CAB’s certificate of routes airlines 
could fly. However, they were in favor of increased carrier 
pricing freedom. 
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AIRLINE DEREGULATION 


Kahn was appointed chairman of the CAB in June 1977. 
He was the first economist to serve on the CAB and he 
endorsed reduction of airline competition restrictions. 
One month later, a second economist, Elizabeth Bailey, 
was appointed to be a member of the CAB and was also an 
advocate of airline deregulation. One of Kahn’s first de- 
cisions was to wrest control of rate and route responsibil- 
ity from staff members who were known to support 
regulation.?” 

Kahn encouraged his staff to explore ways to reduce CAB 
interference in airline rate and route decisions. Actions 
taken by his staff violated regulatory precedent and raised 
questions of legality. Fortunately, deregulation legisla- 
tion was passed before Kahn’s liberal policies could be 
challenged in the courts. With his encouragement, more 
price restrictions were lifted and price competition was 
encouraged. The CAB promoted low-cost air service and 
price competition between scheduled airlines and charter 
carriers. Discount pricing regulations were relaxed, which 
contributed to the introduction of lower fares for schedule 
carriers. Two policy changes were made to encourage 
carriers to adopt more competitive pricing strategies. 
First, preferential treatment in route cases would be 
given to carriers who planned to use low fares on a route. 
Second, the CAB introduced a zone of downward pricing 
flexibility and carriers were permitted to reduce prices by 
as much as 50 percent below the standard industry fare.?® 

Route awards became one of the most controversial 
policy changes made by the CAB. Steps were taken to 
speed the route-award process and to bypass the long 
evidentiary process. The CAB adopted procedures to re- 
duce the obstacles to route expansion by existing carriers. 
New applicants were no longer required to prove that their 
services would be profitable. Furthermore, a carrier im- 
pacted by a new entrant was no longer able to block it on 
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the grounds that it would divert traffic from existing 
operations. The CAB also implemented a multiple permis- 
sive policy on new routes. Rather than selecting a single 
carrier to serve a new route, all applicants were granted 
permission to fly a new route as long as they were “fit, 
willing, and able” to serve the route. The adoption of the 
permissive entry route policy came close to being de facto 
deregulation.?9 

In March 1978, Chairman Kahn stated in a Congres- 
sional hearing that the issue of airline deregulation had 
been studied to the point of absurdity. He said that: 


Since November of 1974, there have been eight sets of 
hearings by five separate congressional committees over a 
period of 60 days .... There have been dozens of studies and 
reports by the CAB, the Department of Transportation, the 
General Accounting Office (GAO), and several congressional 
committees—an accumulation of evidence totaling nearly 
20,000 pages ....There is certainly no point in still further 
study.°° 


Kahn observed that more studies represented a delay- 
ing action, and that there was clear evidence supporting 
the benefits of airline deregulation. 

By the end of the summer of 1978, the CAB had on its 
own initiative implemented most of the provisions of the 
pending deregulation bill. The adverse consequences that 
opponents of the deregulation had predicted did not ini- 
tially occur. Instead, airline profits significantly increased 
during 1977 and 1978, diminishing opposition by the 
major legacy airlines.?! 

President Carter signed the Airline Deregulation Act on 
October 24, 1978. It was designed to relax and then 
terminate direct government control over the airline 
industry. CAB’s authority over routes that an airline could 
serve was to terminate by December 31, 1981, and regu- 
lation of fares that airlines could charge was to cease by 
January 1, 1983. New airlines were permitted to enter 
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routes served by scheduled airlines, and certified carriers 
found it much easier to enter new routes. Existing intra- 
state airlines were permitted to enter one new route 
during the calendar years of 1979, 1980, and 1981. In 
addition, existing carriers were precluded from abruptly 
terminating service to small communities. Service was 
to be maintained for 10 years and supported by a new 
subsidy program. Price freedom was also increased. Car- 
riers were permitted to increase fares by as much as 5 
percent above the Standard Industry Fare Level (SIFL) or 
to reduce them by 50 percent below the SIFL.°? 


Success OF Low-cost INTRA-STATE AIRLINES 


One of the frequently heard arguments in favor of airline 
deregulation was the success of services provided by 
Pacific Southwest Airline (PSA) in California, and South- 
west (SW) in Texas. Congressional hearings often note 
that their fares were 50-60 percent below those of the 
regulated airlines, particularly in comparison with the 
northeastern part of the country. It was believed that if 
deregulation occurred, low-cost fare competition would 
spread across the country, meeting the needs of the 
general public who could not afford to pay the high fares 
of the regulated airlines. 

Realizing that the general population could typically not 
afford to pay the fares of the major intra-state airlines, 
PSA and SW decided to provide rock-bottom prices. In the 
1960s, PSA provided air service between San Francisco 
and Los Angeles for a mere $12. Similarly, SW only 
charged $10 to $13 per ticket for its flights between 
Houston and Dallas.*3:34 Its very low prices were a key 
factor in the success of both of these intrastate airlines. 
The rock-bottom prices not only attracted the price- 
sensitive general public, but were also well received by 
business travelers. 
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Both PSA and SW benchmarked their fares against the 
cost of one-way bus and train ticket prices. They felt that 
unless their fares were competitive, passengers would 
simply continue to travel by bus or train. Their low 
fares accomplished just what they were supposed to do 
and attracted larger and larger numbers of passengers 
from buses, trains, and from long car trips to distant 
destinations. 

The low-fare intrastate airlines took a number of steps 
that contributed to holding down their costs. They flew 
smaller aircraft that were better suited for frequent flights 
on short distances (a few hundred miles) between intra- 
state cities and achieved good fuel efficiency. Further- 
more, SW decided to use only one airplane model, the 
Boeing 737. This decision reduced its capital cost and 
airplane maintenance expense.*© The decision to fly only 
Boeing 737 meant less pilots and ground-crew training. 
The familiarity of all employees with one aircraft helped 
to produce faster turn-around times and permitted planes 
to be flown more hours per day. SW was able to achieve 
a remarkable turn-around time of only 10 minutes.37:3° 

Fast turnarounds allow individual aircraft to make 
more flights per day. SW seized this opportunity from the 
very beginning, as the Dallas to Houston route scheduled 
12 roundtrip flights each day.°9 If, for some reason, a flight 
was cancelled, or passengers missed their flight, they 
knew that an hour later there would be another flight to 
take them to their destination. With short runs and quick 
turnarounds, both PSA and SW built a reputation of being 
highly reliable airlines. 

A final element of the low-cost model derives more from 
customer-centricity. The attitude toward passengers at 
most of the big carriers, prior to deregulation, was that of 
herding cattle. The employees were indifferent as to how 
these customers felt about the flying experience. How- 
ever, at PSA and SW, customers always came first and 
everything from boarding the plane to making safety 
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announcements was approached from the aspect of hav- 
ing fun. To help create a friendly and fun atmosphere, 
these airlines shunned the typical stuffy business attire. 
In the 1960s, PSA had stewardesses wearing form-fitting 
mini skirts. When SW came onto the scene, their flight 
attendants were the first to have brightly colored hot pants 
as the uniform of the day.1°*! Although these smaller 
airlines did not provide the usual frills seen at most of the 
larger carriers, passengers increasingly grew loyal to 
them because everything they did revolved around mak- 
ing the customer happy and providing a superior flying 
experience. 

In summary, the new model adopted originally by PSA 
in California and later imitated by Texas-based SW, was 
driven by three main factors: (a) low cost, (b) reliable flight 
schedules, and (c) a superior flying experience. 

Before deregulation, the major intra-state airlines op- 
erated primarily under a monopolistic or duopolistic struc- 
ture. These airlines were heavily entrenched in their 
respective markets and acted much like a government- 
controlled utility provider. With these conditions, the 
question remains, “How were PSA and SW able to carve out 
their niche markets without being squashed by the big 
boys?” From a federal standpoint, the CAB regulated all 
interstate routes, but neither PSA nor SW flew interstate 
routes in the 1960s and 1970s. Instead, both these airlines 
began as intra-state carriers—PSA concentrating on serv- 
ing San Diego, Los Angeles, and San Francisco in Califor- 
nia, and up until deregulation, SW only providing service 
between Houston, Dallas, and San Antonio in Texas. Due 
to being intra-state airlines, PSA was regulated by the 
California Public Utilities Commission (PUC) and SW fell 
under the authority of the Texas Aeronautics Commission 
(TAC).4? These individual state-controlled regulatory boards 
provided the necessary approval for both PSA and SW to 
operate when the CAB, prompted by the larger carriers of 
the time, wanted to deny them any such access. 


Flight Plan for Deregulation 35 


The major airlines that existed at the time wanted to 
protect their market share and certainly put up a fight 
when this new competition showed up. The legal battles 
for SW were something fierce as the two major carriers 
in Texas, Braniff and Texas International, filed for mul- 
tiple injunctions along the way. SW spent its first four 
years and more than $500,000 in legal fees fighting case 
after case, some of which went all the way to the US 
Supreme Court, and all of this before SW got its first plane 
off the ground.*? These initial struggles could have been 
the very seed that created such an entrepreneurial atti- 
tude and culture among all of SW’s employees for years to 
come. One thing is for sure: without the perseverance of 
SW’s founders, the company could never have survived 
the intimidating climate of the time. 

PSA and SW both had to find their fair share of 
differentiators that allowed the smaller companies to 
compete successfully with the larger airlines. Without the 
oversight of the CAB, PSA was not “saddled with costly 
monthly reporting requirements and protracted legal pro- 
ceedings on routes and fares. (PUC requirements [were] 
considerably easier to meet.)"*4 Also, since PSA did not 
join the Air Transport Association, it was able to attract 
more passengers by paying travel agents a commission of 
8 percent instead of the usual 5 percent offered by Western 
and United.*° SW found that by serving smaller, out-of- 
the-way airports, they were able to reduce airport user 
fees sharply and, in turn, provide lower fares and attract 
an abundance of customers. After testing service to Hous- 
ton Hobby Airport, SW found that the average passenger 
loads doubled, so they abandoned service to Houston’s 
larger and better-known airport, Intercontinental, in fa- 
vor of the almost desolate Hobby airport.*® Once again, this 
was a case of SW recognizing an underserved need and 
responding with exactly what the flying public wanted. 

Overcoming the regulatory barriers and staring down 
the so-called “800-pound gorillas” of the monopolistic 
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carriers was a monumental undertaking at the time. PSA 
and SW had to find innovative ways of circumventing the 
existing laws simply to get started, and then to continue 
to stay in business. Time has shown that these airlines’ 
low-cost model is tremendously viable, as SW continues 
to grow and is the most consistently profitable airline in 
existence. The idea works today just as it worked then: 
provide reliable and affordable flights while taking care of 
customers, and people will come back to fly with you again 
and again. 

The subsequent chapters will demonstrate just how 
robust the low-cost model is—and its vulnerability to 
predatory pricing since deregulation. Attempts to stop 
predatory pricing have been made, but unfortunately 
certain major airlines still use this practice to defend 
their monopoly markets at the expense of the public. The 
next chapter uses the example of two discount airlines, 
Skytrain and People Express, that were formed in the early 
years of deregulation, and how they were driven out of 
business by predatory practices. 


Chapter 
Two 


Lost Opportunities 


AS WE are about to discuss in this chapter, one of the 
major reasons for airline deregulation was the expecta- 
tion of economists and politicians (including Presidents 
Nixon and Carter) that a large number of new airlines 
would emerge and make the industry more efficient. In 
particular, they expected that several new low-cost and 
low-price airlines would be created similar to the intra- 
state airlines, Southwest (SW) and Pacific Southwest 
Airline (PSA). These airlines often sold tickets for 50-60 
percent less than the fares of the major full-service 
airlines. Economists strongly argued that there were no 
barriers to entry in the industry and that new airlines 
could fly routes where no discount service was offered. 

This chapter describes the rise and fall of two discount 
airlines that emerged with the beginning of airline de- 
regulation in 1978. Kahn, the new chairman of the CAB, 
and a leading advocate of airline deregulation, was glad 
to see these new discount airlines come into existence, 
but he was disappointed by the failure of most of them. The 
first discount airline to be discussed involves interna- 
tional air travel, and explains how the colorful Freddie 
Laker started his airline, Skytrain, which flew from London 
to New York and a few other US cities before it collapsed. 
The second case describes the rise and fall of People 
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Express, the largest of the new discount airlines started 
in the United States. 

A major problem contributing to the failure of these two 
start-up airlines, as well as several others, was that the 
major established airlines (American, United, Delta, and 
Northwest) used “predatory pricing” to drive the new low- 
price discount airlines out of business. The major airlines 
would temporarily lower their fares on select routes where 
they competed with new discount airlines. In the process, 
they siphoned off their competitors’ customers and even- 
tually drove them into bankruptcy. 

The possibility of “predatory pricing” was raised during 
the debate on airline deregulation, but the issue was 
dismissed on the basis that it was a violation of the anti- 
trust laws. The expectation was that the Justice Depart- 
ment would take action to stop this illegal practice should 
it occur. However, President Reagan did not have the 
same view regarding the benefits of airline deregulation 
as President Carter, and did not urge the Justice Depart- 
ment to act. He believed in big business, which played a 
major role in his election, and he was not going to “bite 
the hands that fed him.” 

The Justice Department literally did nothing to stop the 
large, established airlines from stomping all over the new 
discount airlines. This policy decision left the many small 
and struggling new carriers vulnerable to deadly attack by 
the large established airlines. The major airlines often 
reduced their prices on just a small portion of their routes 
(e.g. 10-20 percent) when waging a war of destruction 
against a small discounter. Their size made a big differ- 
ence in the battle with new start-up discount airlines. 
Once the new discounters were eliminated, the major 
airlines simply raised their fares back to, or above, their 
prior level. 

While much of the history of airline deregulation is 
gloomy, there may yet be a happy ending to the story. 
Airline deregulation may at long last be working—with the 
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public able to choose between one of the more costly legacy 
airlines (United, American, Delta, Northwest, Continen- 
tal, and US Airways) or a low-fare discount airline (SW, 
AirTran, JetBlue, and Frontier). During the Clinton Ad- 
ministration (1993-2000), the Federal government be- 
came concerned about the growing dominance of the 
major airlines and the premium fares they were charging 
in many large cities. In recent years, the CAB has taken 
a number of steps to open up routes to the discount 
airlines that had been controlled by the high-cost legacy 
carriers. Public response to the discount airlines has 
grown rapidly in recent years. The share of passengers 
flown by the low-cost carriers increased from 10 percent 
in 1990 to close to 30 percent in 2004.4” Officers of Delta 
and Northwest have publicly stated that the six major 
airlines of 2004 could be reduced to two or three over the 
remainder of the decade if the lower-cost, discount air- 
lines continue to expand. 

There is no question that the high-cost legacy carriers 
are being threatened by the expanding low-cost discount 
airlines. Legacy carriers lost more than $9 billion from 
2001-04, while the low-cost discount airlines recorded 
profits and expanded their market share. However, the 
legacy carriers have a great deal of political clout in 
Washington and may yet figure out a way for the Federal 
government to bail them out of their critical financial 
situation so they can battle the low-cost discount airlines. 


FREDDIE LAKER’S SKYTRAIN 


Freddie Laker was a very successful airline entrepreneur 
in England. He became a self-made millionaire by devel- 
oping a charter airline business that flew troops, cargo, 
and vacationers throughout Europe and also internation- 
ally. One day, Laker hit on the idea that he would create 
a discount airline to fly vacationers and family travelers 
on a regularly scheduled basis at low fares. This was a 
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unique concept at the time since the major international 
airlines largely ignored this segment of the market. Laker 
did not, however, plan to compete with the major trans- 
Atlantic airlines, whose primary customers were busi- 
ness travelers wanting more services for which they paid 
high prices.*® 

Laker petitioned the British government in 1970 for a 
certificate to start a discount airline to fly from London to 
New York City—the busiest international route in the 
world. He argued that his economy-oriented airline would 
have a minimal impact on British Airways, Pan Am, and 
TWA, which were serving the more affluent airline cus- 
tomers flying across the Atlantic to New York City. He was 
going to provide limited service to economy-minded air 
travelers who would purchase tickets a few hours before 
the flight time. He modeled his airline after the railroad 
business, where people would go to a train station, buy a 
ticket, and then be transported to another city; hence, he 
named his airline Skytrain.*9 

Laker envisioned that his Skytrain service would not 
appeal to business travelers who had to make plans in 
advance to fly across the Atlantic. He claimed there would 
only be a minimal diversion of business travelers to his 
economy airline, since business travelers would not be 
willing to stand in line for hours to purchase last-minute 
tickets. Business travelers were also looking for a higher 
level of service than what his bare-bones airline would 
provide. Laker’s was an airline targeted at younger people 
and families who could not afford to pay the high fares of 
the established carriers from London to the United States. 
He believed that most of Skytrain’s passengers would 
carry their luggage aboard his airplanes, and that they 
would pay for food and drinks consumed while flying.°° 

Laker’s first obstacle was to gain clearance from the 
British authority to initiate his Skytrain service. How- 
ever, British Airways strongly objected to Laker’s discount 
airline obtaining a charter to fly from London to New York. 
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Issues were raised concerning the diversion of passen- 
gers from the established full-service airlines, and whether 
Laker had the financial backing to launch and support a 
new airline. He faced one obstacle after another in order 
to obtain permission to launch his discount airline. How- 
ever, Laker won support from Queen Elizabeth for Skytrain 
to obtain a license to start flying across the Atlantic. Laker 
actually came from a humble background, and thought 
there was a need for the economical air service he 
proposed. Finally, Laker obtained a license to fly from 
Heathrow Airport in London to Newark Airport in New York 
City beginning January 1, 1973.5! Laker purchased sev- 
eral new DC-10 aircraft that would hold 345 passengers 
each. He felt the high capacity of the DC-10 would give him 
an advantage over his competition, which flew planes with 
half the capacity. 

Laker’s next challenge was to obtain certification from 
the United States to fly his discount airline back from New 
York to London. He thought this process would be relatively 
simple since the United States had two airlines flying 
between New York and London (Pan Am and TWA), while 
England only had one airline (British Airways) providing 
this service. The major international airlines were per- 
mitted to make agreements on who would be permitted to 
fly internationally and the fare that would be charged. The 
Consortium of International Airlines discussed Laker’s 
request to start service from London to the United States 
but denied it. Laker sued the consortium for not permit- 
ting him to start his discount airline service. The suit was 
dropped when the international airlines agreed not to 
contest his certification to fly from New York to London.®? 

Laker was finally certified to start flying between London 
and New York City. His first flight was on September 26, 
1978, seven years after he had started the process of trying 
to launch his discount airline. Over the years, Laker 
gained a great deal of free publicity through his fight to 
start a low-cost airline to meet the needs of the common 
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person. On his first flight to the United States, he had many 
European journalists and television people anxious to 
cover the historic event, despite the fact that they had to 
pay their own round-trip fares to fly the inaugural London- 
New York route. Similarly, there were many US reporters 
who boarded the plane in New York to provide their readers 
and viewers information about the first discount airline to 
fly the busiest international route in the world. Skytrain’s 
free publicity helped the discount airline to attract many 
customers with minimal advertising.®* 

There were definite obstacles placed in the way of 
Skytrain’s success. While hard to imagine today, passen- 
gers flying from London to New York could not purchase 
their tickets before 4 a.m. on the day of the flight. They 
could either purchase their tickets at the Gatwick Airport 
in London, or at a converted tobacco shop at London’s 
Victoria Station, which provided service to the airport. 
The shop had been empty for some time, and Laker 
stripped everything out except the shelves along the wall, 
where passengers could complete ticket information. In 
the back of the shop, he installed a partition with several 
sales windows.* The New York Port authority did not want 
long lines of people waiting to buy tickets at Kennedy 
Airport, and required tickets to be purchased off the 
airport property. Laker found a new building with an empty 
first floor close to the Van Wyck Expressway leading to the 
airport that was also near a subway station with service 
to the airport.°° 

The process of purchasing a Skytrain ticket was kept 
simple. Customers either paid cash or used a VISA credit 
card to make the purchase. At that time, VISA was only 
charging a 2.5 percent fee. Laker created the least expen- 
sive ticketing and sales promotion effort in the industry. 
While Laker’s cost of ticketing came to 4.7 percent of its 
operating expenses, the cost of ticketing by British Air- 
ways was 19 percent and was about 15 percent for a 
consortium of international airlines.°® 
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Skytrain was a success from the start. All seats on its 
first Sunday flight were sold, and it was highly profitable 
in its first year of operation. In less than four years, 
Laker’s Skytrain became the fifth largest airline flying 
North Atlantic routes. During 1980, Skytrain flew 177,600 
passengers and made a profit of $3.6 million. Laker claimed 
that his success was due to the major airlines failing to 
provide air service for the ordinary person who could not 
afford to pay the high fares of the major full-service 
carriers.°” 

Shortly before the first year anniversary of Skytrain, 
Laker dropped a bombshell on a dumb-founded aviation 
industry. The early success he experienced seemed to 
have gone to his head. He announced plans to buy 15 new 
wide-bodied airplanes. Newspaper articles questioned, 
“Where will Freddie get the cash”? Laker announced that 
he planned to use some of the airplanes to start an around- 
the-world Skytrain to be called GLOBETRAIN. However, he 
was unable to get permission to fly from London to Hong 
Kong, and from there to Los Angeles.°® He used some of the 
new airplanes to provide charter service, the area where 
he got his start and had acquired much of his experience. 
He also secured permission to fly from London to three 
cities in Florida (Miami, Fort Lauderdale, and Orlando). 

Laker’s dream of further expanding his discount airline 
continued. In February 1981, he signed an agreement to 
purchase three Airbus airplanes for $131 million. His plan 
was to provide low-cost airline service from London to 37 
cities in nine European countries. The law was clearly on 
his side, but governments of the European Economic 
Community were concerned since most of the countries 
had their own national airlines and did not like the idea 
of competing with Laker’s low-price airline. Laker also 
planned to connect the 37 cities into a network of some 
630 routes, but this was unacceptable under the laws of 
the European countries that banned a third country from 
providing scheduled service between two other nations. 
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As it turned out, Laker did not receive authority to fly to 
a single city in Europe.°® 

As Laker planned his airline, he expected that major 
US airline competitors would create their own discount 
airlines to combat his Skytrain. However, that was not the 
strategy of his major competitors. Instead, each of the 
major airlines offered a number of discount tickets that 
would collectively equal the number of seats Laker planned 
to fly. Until this time, the major airlines had primarily 
offered just one fare and class of service. Witnessing 
Laker’s success, Pan Am lowered the price of more of its 
tickets to undercut Laker’s Skytrain. Pan Am reduced its 
prices in spite of the fact that it was already losing millions 
of dollars flying between New York and London. Freddie 
complained that Pan Am was selling below cost and was 
using predatory pricing to try and destroy his airline. The 
major airlines’ sharp fare reductions, and particularly 
those by Pan Am, caused Skytrain traffic to decrease 
significantly, resulting in large losses for the discounter. 
In addition, Laker had taken on a huge debt to purchase 
more aircraft that were not being used in the face of the 
competitive pressures; he simply could not stimulate 
enough demand to make use of the new aircraft. He tapped 
every source of capital he knew of to obtain additional 
funding, but failed to do so. Laker finally shut down 
Skytrain at 8 a.m. on February 5, 1982.°° 

Laker’s creditors brought a $350 million anti-trust case 
against British Airways and nine other airlines as also 
aircraft manufacturer McDonnell Douglas for conspiring 
to drive Skytrain out of business. The case charged that 
the major airlines agreed through the International Air 
Transport Association to use predatory pricing to drive his 
discount airline out of business. McDonnell Douglas was 
included in the suit since it allegedly agreed (under 
pressure from Skytrain competitors) to stop offering favor- 
able terms to Laker for purchases of its aircraft. After 
Laker went out of business, fares on its former routes, now 
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only serviced by the major airlines, increased by 50-60 
percent. This move supported Laker’s contention that 
Skytrain was a victim of predatory pricing. An article in 
Barron’s National Business and Financial Weekly stated: “I 
think there can be no doubt that during the days of Laker 
Airways there was obvious predatory pricing.”®! 

The settlement of the anti-trust case was divided into 
three parts. The payment of $48 million went to Laker’s 
creditors, which included 16,000 small firms, 14,000 ticket 
holders, and 2,300 employees. Also, larger creditors re- 
ceived a portion of the money they were owed. Laker 
personally accepted a settlement of $8 million, and 
the lawyers in the case received $12 million from the 
defendants. ® 


PEOPLE EXPRESS 


One of the most compelling arguments for airline deregu- 
lation starting in 1978 was that supposedly a large number 
of new discount airlines similar to SW in Texas and PSA 
in California would emerge. These two airlines charged 
intrastate fares that were often 50-60 percent less than 
fares of the major airlines. 

In fact, several new discount airlines were created soon 
after deregulation in 1978 to the delight of the flying public 
and the dismay of the established airlines. Some of the 
first discount airlines to start flying were People Express, 
Midway, and New York Air. These new discount airlines 
offered large savings, which was expected for two primary 
reasons: First, they had lower labor cost since they paid 
lower wages and provided fewer costly services. Second, 
they initially bought used aircraft at a fraction of the cost 
of airplanes flown by the major airlines.° 

People Express began providing discount air service in 
April 1981 from Newark International Airport, just outside 
New York City. The airport was relatively deserted, with 
the major airlines choosing to fly from the more conve- 
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nient LaGuardia and JFK airports located in New York 
City. During its first four months of operation, People 
Express hired 600 employees, flew to eight eastern cities, 
and carried 400,000 passengers charging fares as low as 
$23. There were some similarities between the original 
design of Laker’s Skytrain and Donald Burr’s People Ex- 
press. Burr eliminated as many costly services as possible 
to allow his airline to sell tickets with large discounts. 
Customers either purchased their tickets from travel 
agents or paid for their tickets after boarding the airplane. 
Baggage handling was a “do-it-yourself” process with an 
alternative option to pay $3 per bag checked. And there 
was no complimentary food service. 

Given the initial strong response to its low-price dis- 
count service, Burr went on a buying spree. In just under 
three years, People Express had purchased 20 737s and 
18 727s (twice the capacity of the 737s) that it used to 
provide service on 21 East Coast routes. In addition, Burr 
established a two-year lease on one of the high-capacity 
Boeing 747s with 490 seats. The Boeing 747 was used to 
fly from Newark to London five days a week. People Express 
became popular and successful with considerable cus- 
tomer savings and an initial sale of 85 percent of its seats. 
People Express planned to lease three more 747s to provide 
cross-country service in the United States and to fly more 
international routes.% 

Burr’s early success with People Express was phenom- 
enal. In just three years he had 150 flights per day from 
Newark, the largest number of flights of any airline in the 
New York area. Burr vowed to keep growing. His goal was 
to have an operation as large as Delta in Atlanta with 334 
departures a day. The early success he experienced led 
him to purchase 35 new aircraft in 1984 and 1985. He 
planned to use the new aircraft to add more flights onto 
existing routes such as Newark to Boston, Buffalo, Pitts- 
burgh, and Columbus in the northeast, and he looked to 
add a number of cities in Florida and even a route to 
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London. He also planned to begin service to New Orleans, 
St. Louis, Denver, and Minneapolis.® 

Financial analysts and other airline executives ques- 
tioned whether People Express was growing too fast and 
at a pace that could lead to its downfall. Some worried that 
Burr was placing too much capacity on existing routes that 
could not be profitably employed. His capacity usage was 
continuing to slide from the high 70 percent level to the 
low 70 percent range. 

Burr decided to start flying important routes of the long- 
established airlines to better maximize use of his expand- 
ing fleet of airplanes. One airline executive stated, “If they 
start flying New York-to-Chicago, American or United may 
pull out a cannon and blast them.” Burr disregarded the 
idea that his airline could be shot out of the skies, since 
People Express had an extremely low cost structure rela- 
tive to the major airlines and had withstood fare wars in 
the past. He added that People Express controlled so much 
traffic from Newark that it would be impossible for other 
airlines to add significant capacity. He stated “anybody 
who attacks us in Newark has to be a slow wit.”® 

People Express had earned $1 million on sales of $138 
million in 1982, and its earnings climbed to $10.4 million 
on sales of $292 million during 1983. But trouble was 
brewing at corporate headquarters where Gerald Gitner, 
co-founder and first president of People Express, began to 
worry that fares were set unnecessarily low. He thought 
that People Express “was giving away the store.” A finan- 
cial analyst agreed, and stated: “I don’t think that the 
airline is being run for the benefit of stockholders.” How- 
ever, Burr was adamant about keeping fares down. People 
Express typically entered a market charging about one- 
third of the existing coach fare. For example, the coach 
fare on the Newark to Buffalo route had been $99 and when 
People Express started serving the route it only charged 
$38 at peak travel times, and $25 for off-peak times. Had 
Burr taken the advice to reduce slightly the level of 
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discount it offered, People Express might have survived 
the hard times that were just around the corner.®” 

People Express began experiencing a number of prob- 
lems in 1984. Competition reacted as Laker added cap- 
acity on his airline’s existing routes. People Express 
tripled its capacity on its route from Newark to Pittsburgh 
from four to 12 flights a day. An executive of USAir stated 
that the move “caught us by surprise.” But once awak- 
ened, USAir quickly responded and withdrew its hefty 
premium, sharply narrowing the gap with the price charged 
by People Express. People Express flights to West Palm 
Beach, Florida, began to divert customers from Delta 
flights to Fort Lauderdale. Therefore, Delta increased its 
capacity by 66 percent, setting fares only slightly more 
than People Express. Similarly, major airlines on other 
People Express routes sharply lowered their prices, at- 
tracting a large numbers of travelers who would have 
otherwise flown on Burr’s discount airline.® 

The competitive response to People Express began to 
take its toil. The airline was reporting huge gains in 
revenue per flown-passenger miles, often more than double 
that of the year before, but the problem was that its load 
factor (percent of seats sold) had started to plummet. Its 
load factor declined from 76.3 percent to 69.7 percent for 
the first three months of 1984, and this was just the 
beginning. Fewer passengers per plane placed a real cloud 
on the future of People Express. For the first quarter of 
1984, its profit plunged to $18,000 from $2.1 million the 
year before, the first decline in earnings since it began 
operating.®° 

With the purchase of large numbers of new aircraft in 
1984, People Express was forced to change its strategy 
from flying more obscure routes and drawing people out 
of their cars and from buses to “start flying routes of the 
major airlines.” In June 1984, People Express announced 
a new service from Newark to Los Angeles. Five major 
airlines flew this major high-volume transcontinental 
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route. People Express’s one-way standard fare was $149 
and for off-peak seasons $119, while the lowest fare of the 
major airlines had been $400. United Airlines quickly met 
People Express’s fare, but required a 14-day advance 
purchase of a round-trip ticket with a seven-day mini- 
mum stay. American Airlines took the battle to a new level 
by announcing that its low fares would apply to 14 daily 
flights. TWA and Pan Am matched American’s fares, but 
only on a few of their flights, stating that their cross- 
country flights were nearly full with passengers flying on 
to overseas locations.’° 

People Express next took on the major airlines by offer- 
ing a route from Newark to Chicago. It offered 10 flights 
a day on one of the most heavily traveled routes in the 
country, causing a major challenge to the two largest US 
airlines—United and American. People Express, with its 
frequent service and low fares, was now aiming at busi- 
ness travelers who were the backbone of the major air- 
lines. People Express’s one-way fare was $79 for peak times 
and $59 for the off-peak times, and was considerably less 
than the coach fare of $258 charged by the major airlines. 
United, the nation’s largest airline, announced a one-way 
peak fare of $79 and an off-peak fare of $59 in response 
to People Express’s low fare. To qualify for this significantly 
reduced fare, United required a seven-day advance pur- 
chase and a stay over the weekend. In turn, American cut 
its fare and terms of travel, and met those of United.”! 

In September 1984, People Express announced it would 
begin flying from Newark to Detroit and Newark to Miami, 
intensifying its challenge on routes served by the major 
airlines. It started flying seven nonstop flights a day to 
Detroit, charging a peak fare of $65 and an off-peak fare 
of $45. It also began flying four flights to Miami, charging 
$99 for mid-day flights and $79 for early-morning and late- 
night flights. People Express already flew to small cities 
in Florida including Jacksonville, Melbourne, Sarasota, 
St Petersburg and West Palm Beach—a legacy of the time 
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that it used to stay away from routes served by major 
airlines. 7? 

On September 28, People Express also began flying from 
Newark to San Francisco, its second coast-to-coast route, 
continuing its strategy to take on the major airlines on 
their own turf. Fares were comparable to its peak-time 
fare, from Newark to Los Angeles, of $149. It started 
service with one jumbo Boeing 747, making a round-trip 
flight each day. Burr’s discount airline was scheduled to 
take delivery of three additional 747s in the spring of 
1985, which would allow People Express to increase its 
transcontinental capacity substantially.’° 

People Express continued its strategic offering of dis- 
count service on major airline routes to use its growing 
fleet of aircraft. It began flying from Newark to Cleveland 
in October 1984,’4 its one-way peak fare being $65, and 
$45 for off-peak flights. The major airlines’ primary un- 
restricted fare had been $173. Then, in November 1984, 
People Express started operating three flights a day from 
Newark to Denver. Its peak-time fare was $99 and off-peak 
fare was $79.75 In December, it began two flights a day 
from Newark to Orlando, charging a peak-time fare of $99 
and $79 for off-peak flights.” In addition, in December, 
People Express started flying five daily round-trip flights 
to North Carolina—Newark to Greensboro, High Point, and 
Winston-Salem.” 

Given the new routes added during 1984 and price 
reductions of several of the major airlines, People Express 
produced both positive and negative operating results. Its 
revenue-passenger miles flown more than doubled from 
3.67 billion in 1983 to 7.7 billion in 1984, but its load factor 
decreased from 74.6 percent in 1983 to 69.8 percent in 
1984.78 In addition, People Express reported a loss during 
the fourth quarter of 1984 after seven consecutive quar- 
terly profits. People Express blamed the loss on its expan- 
sion to 10 new cities during the second half of the year 
as it took possession of a large number of new aircraft. 
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People Express’s profit problem intensified in January 
1985, when American slashed fares on routes flown by 
People Express and other discounters. American cut its 
coach fares by 70 percent for flights between 7 p.m. and 
6 a.m. Its new fare, directed at People Express, was called 
its “Ultimate Super Saver.” The tickets were for round 
trips and had to be purchased 30 days in advance, with a 
Saturday-night stay over. Several other major airlines 
matched American’s sharp price cuts. 

Some industry observers suggested that American might 
be waging a war to destroy People Express and other 
discounters. An official of another airline that competed 
with American called the move “Armageddon”; he said, 
“The shakeout has now started. This will flush down the 
weak ones. They're after People Express and others that 
have been cutting fares.””? Several major airlines’ sharp 
price cuts took place on a selective basis, and were 
targeted at weakening or destroying discount airlines. 
For example, United stated that its Super-Coach fares 
were being offered only in “10 percent of its markets 
where it competed with People Express and other dis- 
counters.” 

Selective price cuts by major carriers to weaken and 
destroy discount airlines is known as “predatory pric- 
ing.”8° There was some concern during the discussions 
leading up to airline deregulation in 1978 that predatory 
pricing might be used to drive new discount airlines out 
of business. Some feared that the major airlines, which 
often flew more than 1,000 flights every day, could selec- 
tively lower their prices on certain routes and temporarily 
meet those of the discounters. In the process, they would 
drive the discounters out of business. 

Deregulation enthusiasts declared that anti-trust laws 
prohibited predatory pricing. These enthusiasts antici- 
pated that the US Justice Department would take action 
to stop this unfair and destructive practice by the large 
airlines. However, according to some government officials, 
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the Justice Department would not respond to predatory 
pricing claims since the Reagan Administration consid- 
ered most types of price cutting by the major airlines to 
be legal and pro-competitive.*! The major airlines’ selec- 
tive price cuts against People Express and other discount- 
ers did its job, as People Express reported its second 
consecutive loss for the first quarter of 1985 after seven 
consecutive quarters of profitability. 

People Express’s purchase of 36 aircraft during 1984 
and 1985 created a fleet of 64 airplanes. Consequently, it 
could no longer use its airplanes to fly mostly secondary 
routes that were of limited interest to the major airlines. 
The movement into routes where it competed directly 
with the major airlines was now hitting the bottom line.® 
One of the cities where it offered this new service was 
Newark to Dallas, one of American’s primary hubs. People 
Express also started flying from Newark to Atlanta, Delta’s 
major hub. It also expanded internationally and started 
flying from Newark to Brussels, Belgium, its second trans- 
atlantic route. It had been flying from Newark to London 
since 1983, and had increased its flights on that busiest 
of international routes. 

People Express experienced difficulty in obtaining gates 
to new cities it wanted to serve, so Burr decided to change 
his strategy where he would buy existing airlines with 
advantageous route structures. The discounter had been 
operating a few flights to Denver, but could not get a single 
gate of its own, and had to lease gates from other carriers 
at considerable cost. Late in 1985, Burr outbid Continen- 
tal Airlines and paid $300 million for Frontier Airlines 
based in Denver, Colorado. This represented a bold move 
by the discounter in two respects. First, it was a huge 
financial expenditure for People Express, which had al- 
ready taken on a large amount of debt to expand it fleet 
from three aircraft in 1981 to 64 in 1985. Second, Frontier 
had been struggling financially for much of the year in its 
battle with United, which was striving to grow its position 


Lost Opportunities 53 


in Denver. Although, this battle was expected to continue, 
Burr wanted to buy Frontier in order to open up new routes 
to People Express. The merger would link People Express’s 
49 cities operating primarily in the eastern half of the 
country, to Frontier’s 52 cities concentrated in the west 
and southwest.®4 The US government approved the merger 
on November 25, 1985, and the deal created the ninth 
largest passenger airline in the United States—quite a 
feat for an airline that only began flying in 1981. 

Before Burr purchased Frontier, the airline had pro- 
vided a high level of service and operated much like a 
major airline. It was one of the most heavily unionized 
airlines, and its cost-per-seat mile was 3.2 cents more 
than that of People Express. When purchasing Frontier, 
Burr indicated that he would not change the company’s 
image. However, shortly after taking over management of 
Frontier, Burr sharply slashed Frontier’s fares. The People 
Express-Frontier combination effectively created a dis- 
count airline serving 43 states. But for the year ending 
December 31, 1985, People Express reported a loss of $27.5 
million on sales of $977.9 million. While People Express 
had made a small profit for the year, the loss was attrib- 
uted to the expenses incurred due to its purchase of 
Frontier.®> The Frontier purchase was followed shortly 
thereafter with Burr purchasing two smaller airlines, a 
regional carrier called Britt Airways, and Provincetown- 
Boston Airlines which operated in Florida and the north- 
east. 

By March 15, 1986, Frontier’s operation changed to be 
similar to People Express. There would be no more free 
lunches and checked baggage. Prices were cut by as much 
as 60 percent to more than 100 cities. Larry Martin, 
Frontier’s president, told reporters, “We intend to be the 
dominant carrier in the Denver market.” A new three-tier 
price structure was also announced with premium, 
economy, and discount fares. Depending on the flight 
distance from Denver, the “discount fares” would be $29, 
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$39, and $49; “economy fares” would be $69, $79, and $89; 
and “premium fares” would be $99, $109, and $119. The 
announcement led to the prediction of heightened com- 
petition from Denver, since it was a major market for both 
United and Continental Airlines.°° People Express, which 
acquired Frontier late in 1985, reported a record net loss 
of $58 million for the first quarter of 1986. Part of the loss 
was attributed to the fierce price war taking place in 
Denver between Frontier and United. 

Burr shocked many people when he announced a “major 
change in the strategy” for People Express beginning May 
1, 1986. The airline had experienced trouble filling enough 
of its seats on its larger Boeing 727 that it had purchased 
over the past two years. The discounter was giving up its 
“Spartan operation” and was going to add a number of 
services to compete for more business travelers. It added 
first-class service on its 747 flights and was now going to 
add a first-class section to its 50 Boeing 727 jets and its 
23 Boeing 737 jets. First class would include free food and 
drinks, which previously its passengers had to purchase. 
People Express also announced a new Travel-Award Pro- 
gram, permitting business travelers to earn free tickets 
similar to that of the major airlines. Trying to attract more 
business travelers, the new strategic plan also included 
selling its tickets through United’s Apollo and American’s 
Sabre computer-reservation services. This plan permit- 
ted travel agents to book tickets automatically, no longer 
having to use their phones to book reservations. Pushing 
Burr to make these changes was the fact that People 
Express posted a record net loss of $58 million in the first 
quarter of 1989. Some financial analysts felt that convert- 
ing People Express from a discount airline to one with 
services similar to the major airlines was Burr’s last- 
ditch effort to try and save his airline from bankruptcy— 
a course the airline was rapidly headed toward.®’ 

People Express’s meteoric growth contributed to a 
growing number of service problems. According to the 
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Department of Transportation, complaints soared to 10.3 
per 100,000 customers in the first quarter of 1986. That 
number was about triple the level of complaints for all 
other airlines and 17 times worse than Delta, which had 
one of the best service records. The discounter overbooked 
its flights during holiday seasons and the summer in order 
to make sure that its planes were jammed full at peak 
times—hoping to offset weak demand at other times of the 
year. People Express also overbooked its flights since it 
was the only airline not requiring advance payment, 
which was a benefit to customers but also led to a larger 
number of “no shows.” Furthermore, its reservation sys- 
tem was not sophisticated enough to eliminate reserva- 
tions for a return trip for a “no show”, which further 
contributed to its overbooking problem. A People Express 
manager said that on some flights, the airline overbooked 
in excess of 100 percent. On most flights, there were 
enough “no shows” that passengers were able to board 
their scheduled flight. But on other flights at peak times, 
some ticket holders were left behind. Furthermore, given 
its low level of staffing, there were times where lost 
baggage became a real problem.®® 

People Express’s financial condition sharply deterio- 
rated during the first half of 1986. It lost $58 million during 
the first quarter and $74.5 million during the second 
quarter of the year. AS a consequence, Burr made a 
number of changes during the second half of 1986 to try 
and save People Express. He had purchased Frontier in 
December 1985 for $300 million, hoping to open up the 
western part of the country for People Express, but Frontier 
entered a costly price war with United and Continental in 
Denver, Colorado. It was estimated that Frontier was 
losing around $10 million each month. Burr negotiated 
with United to buy Frontier. However, when that effort 
failed, he shut down Frontier in August 1986, and filed for 
Chapter 11 bankruptcy. In addition, the shut-down of 
Frontier put 4,700 employees out of work.®? 
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Burr tried a number of things to keep his faltering 
People Express from slipping over the edge. He sold several 
of his aircraft to raise badly needed cash. He reduced the 
number of cities served from its Newark base. It even 
stopped flying to Brussels, Belgium. However, his operat- 
ing model no longer worked and capacity usage had fallen 
to 57 percent for all of 1986, while People Express needed 
to operate in the high 60 percent range to break even. On 
December 21, 1986, People Express was sold to Texas 
Air.9° 


SUMMARY 


Airline deregulation was expected to lead to the formation 
of several new airlines similar to the low-cost intrastate 
airlines SW and PSA. These intra-state airlines fares 
were 50-60 percent below those of the major airlines. For 
a period of two-three years, the proponents of deregulation 
found in People Express everything they expected deregu- 
lation to produce. 

However, there is no question that People Express grew 
too fast and should never have purchased Frontier (a full- 
service money losing airline). But the failure of People 
Express and a number of other start-up discount airlines 
was also due to anti-competitive conduct of the major 
airlines with which they tried to compete. Initially, People 
Express flew more obscure routes and stayed away from 
the routes dominated by the major airlines. During its 
initial years, the discounter grew rapidly and prospered, 
but in order to continue to grow, People Express started 
flying routes dominated by the major airlines such as 
Newark to Chicago, Denver, Los Angeles, San Francisco, 
Atlanta, and Miami. For a while, People Express was flying 
more airplanes from the New York area than any of the 
major airlines. 

Trying to compete with the high-cost, full-service air- 
lines on their routes was a major reason for the downfall 
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of People Express and other new low-cost discount airlines. 
The major airlines would temporarily lower their fares on 
select routes to meet People Express’s low fares as well as 
those of other discount airlines. In the process, the major 
airlines would keep the discount airlines from obtaining 
enough volume to operate profitably. The end result for 
People Express and other discount airlines’ forced with- 
drawal from major routes and liquidation. 

It was common for long-established major airlines to 
lower their prices temporarily on a small fraction of their 
routes (10-20 percent), while maintaining high prices on 
routes where they dominated with little to no competition; 
hence, they were making large profits on these routes. 
Furthermore, on many of the major airlines’ routes, the 
discounters could not obtain the gates required to provide 
service. In a sense, the discounters were trying to com- 
pete with one hand tied behind their backs. 

During the exhaustive hearings regarding airline de- 
regulation, the subject of predatory pricing usage was 
discussed. However, concerns about predatory pricing 
were largely discounted on the basis that the Federal 
regulatory agencies would take action to stop the practice. 
Both Presidents Nixon and Carter were strongly in favor 
of deregulation, believing that discount airlines would 
come into existence and lower the cost of flying in the 
United States. But under President Reagan, despite sev- 
eral complaints, the Department of Transportation and 
the Justice Department took no action to stop predatory 
pricing. Reagan’s plan was unexpected when economists 
and government officials enthusiastically endorsed de- 
regulation in the mid-1970s. 

In summary, over the first five years following deregu- 
lation in 1978, several discount airlines emerged. How- 
ever, by the tenth anniversary of deregulation in 1988, 
they had all but disappeared. Similarly, while there were 
15 major airlines in 1978, the number had declined to 10 
a decade later. The Reagan Administration approved 17 
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out of 18 mergers between 1985 and 1988. The market 
share of the eight major airlines climbed from 74.1 per- 
cent in 1983 to 91.7 percent in 1988. Given the majors’ 
monopoly positions in the big markets, they frequently 
charge 20-40 percent premiums in comparison to routes 
served by discount airlines.?! 


Chapter 
Three 


Development of Fortress 
Hubs 


ONE OF the primary justifications for airline deregulation 
in 1978 was that a large number of new low-cost airlines 
were expected to enter the high-price markets and drive 
down the price of flying. Anticipating the growth of new 
low-cost airlines, the legacy airlines that existed before 
deregulation were permitted to either lower their prices 
initially by as much as 50 percent, or to increase them 
by no more than 10 percent. 

Airline deregulation was based on the premise that 
“there were no barriers to entry that would prohibit new 
low-fare airlines from entering high-price markets.” But 
the reality turned out to be a far cry from that. Entry into 
markets dominated by the legacy carriers was extremely 
difficult. Following deregulation, the major airlines devel- 
oped a set of large markets they dominated; often, one or 
two airlines had 70 percent or greater market share. With 
their dominant/monopoly positions, the major airlines 
were able to charge large fare premiums with little worry 
about competition from low-cost discount airlines. 

One of the most devastating impacts on deregulation 
was the Reagan Administration’s decision to approve 17 
out of 18 mergers proposed from 1985 to 1988. While there 
were 15 major airlines in 1978, there were only eight a 
decade later in 1988. The market share of the eight 
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surviving airlines climbed from 74.1 percent in 1983 to 
91.7 percent in 1988.9? 

The events occurring in the airline industry were 
concisely summarized in a 1988 Wall Street Journal article 
titled “Ten Years After Deregulation, Carriers Appear To 
Avoid Competitors’ Flight Paths.” The article explained 
how the major airlines had put the toughest dog-fighting 
behind them with 168 carriers being wiped out over the 
past 10 years. Now, with only eight airlines dominating 
the nation’s air traffic, “the industry is slipping cozily into 
the comforts of oligopoly.”?% 

During his confirmation hearing in 1989, Samuel K. 
Skinner, President George Bush’s Transportation Secre- 
tary stated: “It was not the intent of deregulation to give 
anyone a monopoly. ... It’s time to review the impact of 
that. We have to find ways to instill competitiveness in 
the system.”°4 Unfortunately, words were louder than 
action, and little was done to even the playing field and 
increase competition. 


DEVELOPMENT OF THE “HUB-AND-SPOKE” SYSTEMS 


When the airline industry was deregulated in 1978, the 
major legacy carriers fundamentally had a point-to-point 
system. The point-to-point system essentially involved 
major airlines flying from one city to another, such as 
from Denver to Chicago, Chicago to Cincinnati, Cincin- 
nati to Atlanta, and Atlanta to Miami. 

Following deregulation, all major airlines developed 
what has become known as a “hub-and-spoke” system. 
The major airlines changed their route structure to con- 
centrate flights from small nearby cities to their large hub 
airports. 

This hub-and-spoke system is often compared to the 
wheel of a bicycle with many small spokes leading to the 
center (or hub) of the wheel. The major airlines operated 
a number of hub-and-spoke airports, often located several 
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hundred or thousands of miles from one another. They 
flew most of their customers from one of their hub-and- 
spoke cities to another of the hub-and-spoke cities they 
dominated. 

The hub-and-spoke cities the major airlines dominated 
over several years include: 


e American—Dallas (Fort Worth) and Miami 

¢ TWA—St. Louis (bought by American) 

¢ Continental—Houston and Newark 

* United—Denver, Chicago (O’Hare), and San 
Francisco 

¢ Delta—Atlanta, Cincinnati, and Salt Lake City 

¢ US Airways—Charlotte, Philadelphia, and Pittsburgh 

¢ Northwest—Detroit, Minneapolis and Memphis 


Shortly after deregulation in 1978, the first major air- 
line to develop a hub-and-spoke system was Delta, head- 
quartered in Atlanta, Georgia. As Atlanta had the only 
airline hub, a common joke told was that “when someone 
died he/she had to go through Atlanta before moving on 
to heaven.” Despite the joke, Delta’s hub system became 
a model that all major airlines eventually adopted. The 
system involved flying customers from several small cit- 
ies to Atlanta. Passengers originating in Atlanta, and 
those arriving from many small cities, were then flown on 
to other large hub-and-spoke cities Delta operated, includ- 
ing Dallas (shared with American), Cincinnati, and Salt 
Lake City. 

Thomas G. Plaskett, the Senior Vice President of Mar- 
keting at American, provided insight into the advantages 
of the hub-and-spoke system. He commented: 


The primary advantage of the hub-and-spoke system is that 
it gives us more product to sell. The total number of markets 
in which we are selling air transportation is currently 3,751 
as compared to 357 before we began our hub here in Dallas 
in 1981. 
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Furthermore, it was commonly the case that more 
customers originated from smaller cities (the spokes) 
than from the large hub cities.9 

United was one of the last of the major airlines to adopt 
the hub-and-spoke system. Following deregulation, United 
felt that the biggest profits came from long-haul routes 
that made more efficient use of its airplanes. However, 
finding that it was losing customers to its major competi- 
tors, United also adopted a hub-and-spoke system in 1983. 
Three of its major hub cities were Chicago, Denver, and 
San Francisco. As its major competitors had discovered, 
United’s hub-and-spoke system permitted the airline to 
provide more frequent service than when it flew a linear 
point-to-point system, and to control more of the traffic in 
its large hub markets. 

Another advantage of this system was that it permitted 
the major airlines to move from broad-based fare cuts to 
narrow price slashing to keep new discount airlines from 
successfully penetrating their major markets. Richard 
Farris, United’s Chairman and Chief Operations Officer, 
said that its hub-and-spoke system permitted United to 
keep new discount airlines from successfully penetrating 
its markets. He said, 


In some big markets, a price-cutter may affect only 5 percent 
of our business. So if we have, say, 60 percent of the 
business, we aren’t going to drag down the other 55 percent 
to meet the five percent.% 


On the other hand, the hub-and-spoke system has its 
drawbacks as well. In 1985, only 2 percent of passengers 
arriving at a hub from smaller spoke cities were able to 
stay on the same plane. Thus, they had to hurry to another 
gate to fly on to their final destinations, creating major 
passenger inconvenience. The major airlines also had to 
hold their larger hub-city airplanes on the ground for a 
long time while passengers made their way from short in- 
coming flights. In Delta’s case, airplanes carrying 
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customers on to other large destinations were often on 
the ground for a full hour.9’ This was two-to-three times 
the turn-around time of airlines flying from point to point. 
In addition, bad weather conditions often contributed to 
long flight delays, increasing the chance that many pas- 
sengers would miss their connections. Furthermore, there 
was an increase in misplaced luggage due to the transfer 
of luggage from small incoming flights to the longer flights 
between the hub airports. Nevertheless, the hub-and- 
spoke system was the overall winner for the major air- 
lines. It allowed them to expand and dominate most major 
airports across the country. 

Large legacy airlines also dominated the major airports 
by controlling as many airport gates as possible. The major 
airlines could often acquire most of the gates at their large 
hub airports, thus denying the opportunity for small, 
discount airlines to compete. In 1986, 10 years after 
airline deregulation, business at 15 of the top national 
airports was either dominated by one airline with 50 
percent or more of the gates, or two airlines controlling 
70 percent or more of the gates. Stephen A. George, the 
director of Pittsburgh Airport where USAir carried about 
80 percent of its passengers, stated that the airline 
industry is “an oligopoly again ... and just a surviving 
handful” of airlines exist at major airports. The conse- 
quence of increasing concentration at major airports was 
obvious—increased market power and higher fares. For 
example, after TWA purchased Ozark Airline, its airline 
ticket price in St Louis increased 33 percent between May 
1986 and May 1987.98 

The major airlines dominating the larger airports used 
their influence to reduce competition. Local airport au- 
thorities do not have much power to make gates available 
to new discount airlines. Airlines that control most of the 
leases at the major airports have a great deal to say about 
construction of new gates and who can use them. For 
example, in Denver, United agreed to pay $55 million of 
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bonds for the improvement of concourse B. According to 
Anthony Chaitin, United’s Senior Vice President for 
Customer Services, “I do not intend to let competitors use 
(the concourse).” Similarly, Pittsburgh wanted to build a 
new terminal that would cost $503 million to ease conges- 
tion at its single-airport terminal, but USAir delayed 
signing the new lease agreement, given concerns that 
gates might go to new competitors. At that time, USAir 
controlled 33 of the 52 gates. According to Associate 
Professor of Transportation Marketing, Lawrence 
Cunningham, “Airport construction is a Catch-22 sce- 
nario. The airport authority is in the unenviable position 
of negotiating with the dominant airline to bring in new 
competition.”99 


THE CONSEQUENCES OF MARKET DOMINANCE 


Traditional economics postulates the relationship be- 
tween market concentration and the prices firms charge 
for their products or services. As concentration—mea- 
sured by market share held by the largest competitors— 
increases, there is an increase in market power that 
permits dominating companies to increase their prices. 
A major rationale for airline deregulation was that there 
were no barriers to entry and that there would be large 
numbers of new airlines entering high-priced markets 
to drive down airline fares. However, the large airlines 
that existed at the time of deregulation developed a game 
plan to stop competition from entering their dominant 
markets. 

Government policy had much to do with setting the 
economic tone—either by creating an environment where 
competition thrives, or by encouraging some businesses 
to develop high market share, giving them the power 
to increase their prices. While President Carter was a 
fervent supporter of airline deregulation with a large 
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number of new airlines, his successor, President Reagan, 
had a different orientation, favoring big business. Presi- 
dent Reagan did not encourage the Justice Department 
to take vigorous action to stop the predatory pricing that 
was hurting the smaller major and new discount airlines. 
Moreover, the Reagan Administration approved 17 of the 
18 mergers that took place between 1985 and 1988. Due 
to the wave of mergers in the airline industry, the number 
of major airlines declined from 12 in 1978 to eight in 
1986.100 Consequently, the aforementioned result was 
that the national market share of the eight largest air- 
lines climbed to 91.7 percent in 1988. 

Kahn, considered the father of airline deregulation, 
expressed considerable dismay over the growing monopoly 
trend in the airline industry. He laid the blame on the 
Reagan Administration’s “abysmal dereliction” in pre- 
venting mergers. !°! 

When the airline industry was deregulated in 1978, the 
major airlines could either compete in more markets 
across the country, or they could concentrate their busi- 
ness in a select set of large markets. They chose the latter 
case, selecting sets of markets they could dominate and 
charge premium fares. According to an article in the Los 
Angeles Times in 1989, the effect of this concentration is 
clear. 


. in hub airports dominated by one carrier: Consumers 
there can expect to pay as much as 50 percent more than 
people flying comparable routes in cities with some compe- 
tition. 10? 


Similarly, a study conducted by the General Accounting 
Office found fares 60 percent higher at four highly con- 
centrated hub airports in 1988, 10 years after airline 
deregulation. The study also reported that fares were 27 
percent higher at 15 concentrated airports compared to 
other major airports. 1°03 
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TAKING OVER THE REGIONAL AIRLINES 


The first step in the large airline strategy of dominating 
the major airports was to tie up its gates (as discussed in 
the previous section). A closely related aspect of this 
strategy involved the major airlines’ relationships with 
the small regional airlines that provided service between 
smaller cities and also to large airports. The major air- 
lines determined that if they were going to tightly control 
the air traffic at major airports, then they needed to 
purchase or develop contractual agreements with the 
regional airlines. By 1988, the major airlines had gained 
control over 48 of the 50 largest regional airlines.! 

The major airlines effectively took control of the smaller 
airlines by either purchasing them or by developing con- 
tractual agreements. In the mid-1980s, the regional 
airlines flew over 30 million passengers a year to 800 
cities. The regional airlines were permitted to use the 
name and color of planes of the major airlines and to 
participate further in their frequent flyer programs. One 
of the most controversial provisions of the agreement 
between the regional/commuter carriers and the major 
airlines was that the smaller carriers were permitted to 
use the same reservation system as the major airlines. 
To both passengers and travel agencies, this implied that 
service of the regional carriers was actually handled by 
the major airline. This system also gave the small car- 
riers priority-listing in the major airlines’ reservation 
systems. 105 

The arrangement between the major airlines and the 
commuter airlines was so successful for both parties that 
there was a stampede to become a regional partner of a 
major airline. According to King Morse, the president of 
Command Airways, “We were like lemmings going over 
the cliff.” He stated that in 1984, only 12 regional carriers 
had agreements with the major airlines, while two years 
later this number rose to 66. In the process, the regional 
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carriers were often compelled to restructure their ser- 
vices to feed customers into and out of the major airline 
hubs. This restructuring process encouraged regional 
carriers to discontinue service between many small cit- 
ies. Major airlines taking over many of the regional 
carriers caused a negative impact on the small remaining 
regional carriers. In many cases, their business was 
siphoned off by the regional carriers that partnered with 
the major airlines. As a result, a large number of small 
regional carriers were forced out of business. 1° 

Some airlines experts feared that the major airlines’ 
takeover of the smaller regional airlines further stifled 
competition, but federal regulators decided not to inter- 
fere, as the airline industry oligopoly tightened. Critics 
noted that the regional airlines became the birthplace of 
many new airlines. However, as regional carriers were 
largely under major airline control, they were unlikely to 
emerge as competitors. Some critics further noted that it 
is very difficult for a new discount airline to break into 
major airports as long as regional airlines were controlled 
by major airlines in their large hub networks, nor would 
it be able to obtain customers from regional airlines 
associated with the major airlines in their large hub 
markets. 107 

The significance of the major airlines taking over most 
of the regional/commuter airlines is that the latter often 
account for over 50 percent of passengers the major 
airlines fly between their hub and other large cities. For 
this reason, it is easy to understand why they wanted to 
control the regional airlines—it simply allowed them to 
dominate their hub-and-spoke markets even more strongly. 

Michael Boyd, President of Regional Management Sys- 
tem, stated: “The Department of Transportation let the 
commuter-airline industry get merged into the major- 
airline industry.” Kahn charged that changes in the re- 
gional carrier market jeopardize “a major source of possible 
competition” in the airline industry. He went on to state 
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that he feared “consumers are more likely to be exploited” 
through higher fares, poor service, or both. 1° 


OTHER Tactics Usep By Major AIRLINES 


Up to this point, three factors have been discussed as 
contributors to the growth of hub airports dominated by a 
few major airlines: 


1. Mergers of major airlines. 

2. Control of most of the landing slots at large hub 
airports. 

3. Purchase or development of exclusive contracts with 
most of the feeder airlines. 


However, there are three more factors that made the 
major airlines literally “fortress hubs,” permitting them 
to dominate large airports and charge premium fares. 
Some of these additional factors include frequent-flyer 
programs, premiums paid to travel agents, and computer 
reservation systems. 


Frequent-Flyer Programs 


American introduced the first frequent-flyer program in 
1981. The idea behind frequent-flyer programs was to 
encourage passengers—particularly the higher-paying and 
frequent-flying business travelers—to direct most of their 
business to a single carrier that flew to and from the major 
hub airports. The frequent-flyer programs were particu- 
larly attractive to business travelers who flew more fre- 
quently, collecting points they could eventually use for 
leisure travel. Furthermore, the business travelers’ com- 
panies generally paid for their tickets. Thus, business 
travelers had little incentive to fly discount carriers sell- 
ing tickets for less, without frequent-flyer programs. 
Moreover, the dominant major airlines served many more 
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cities, permitting passengers to acquire enough frequent- 
flyer points and obtain free tickets faster. 

The Transportation Research Board is an independent 
agency consisting of experts studying developments in- 
volving several forms of transportation (i.e. automobiles, 
railroads, and airlines). In 1988, 10 years after airline 
deregulation, the Transportation Research Board issued 
a statement regarding the use of frequent-flyer incentive 
by the major airlines. The Transportation Research Board’s 
reaction to frequent-flyer programs was summarized in 
an article entitled “Skyway Robbery.”!°° 

The article stated that the first purpose of frequent-flyer 
programs was to “build brand loyalty in a business where 
the products are pretty indistinguishable.” The second 
was that frequent-flyer programs “make straightforward 
pricing competition pointless.” According to the article, 
frequent-flyer programs are a rip-off in the following four 
ways: 


e They contribute to higher airline prices. 

e They encourage travelers to select the airline that 
distributes frequent-flyer points instead of flying an 
airline offering the lowest price. 

e They encourage flyers to take needless trips to ob- 
tain more points. 

¢ They protect established airlines from new competi- 
tors offering lower prices. 


The article concluded that the best way to protect the 
success of deregulation was to prick the bubble of frequent- 
flyer programs through taxation. !!° 


Travel Agent Commission Overrides (TACO) 


Following airline deregulation, the major airlines used 
travel agents to book most of their tickets, accounting for 
90 percent of airline ticket sales in the early 1990s. The 
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travel agents helped flyers understand the growing array 
of fares based on how far in advance tickets were pur- 
chased, the day of the week, quality of seating, and so on. 
It might have been expected that the airlines would pay 
a certain percentage—say 5 percent—for the tickets the 
agents sold. However, that was not the case. Instead, the 
major airlines paid special fees to agents who booked 
flights on the major airlines in their hub markets. These 
fees were called Travel Agent Commission Overrides.!!! 

The Travel Agent Commission Overrides turned out to 
be another marketing tool, like frequent-flyer programs, 
that the major airlines used to dominate their respective 
hub markets. Following deregulation, the major airlines 
paid a fare premium to agents who booked a large percent- 
age of their flights in their respective hub markets. As can 
be observed from Table 3.1, the travel agent booked airline 
flights for a commission of 4.2 percent of the ticket price 
in 1978, when the industry was deregulated. Shortly 
thereafter, the travel agent commission rapidly increased 
from 4.8 percent in 1980 to 7.4 percent in 1985, on toa 
peak of 10.8 percent in 1993. 

The Clinton Administration (1993-2000) undertook a 
major investigation of a wide variety of marketing prac- 
tices involving the airline industry, one of which was 
Travel Agent Commission Overrides. There was concern 


Table 3.1: Airline Ticket Information 





Year Total Cost Cost per Revenue Travel Agent 
($ millions) Passenger Mile Commission 
(percentage) 





1978 893.67 0.377 4.2 
1980 1,586.38 0.611 4.8 
1985 3,098.50 0.929 7.4 
1990 6,387.90 1.396 9.8 
1991 6,810.59 1.528 10.8 
1992 7,135.97 1.518 10.8 
1993 6,649.60 0.586 10.8 
1994 5,818.11 1.143 8.7 





Source: Air Traffic Authority. 
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that this practice was harmful to low-price airlines that 
had not been so successful during the Reagan and Bush 
Administrations between 1981 and 1992. The expense of 
airline ticketing was also becoming a concern to the 
major airlines, which were suffering from a profit squeeze. 


Computer Reservation Systems 


The third of the closely related marketing-power tech- 
niques used by some of the larger legacy airlines was 
company-owned Computer Reservation Systems (CRS). 
The CAB found that several of the largest airlines used 
their CRS to gain advantage over their competition by 
ensuring their flights were displayed first. The majority 
of flights are booked from the first page of the computer 
screen for the cities to which passengers want to fly, but 
the CAB ruled this discriminatory practice to be anti- 
competitive in 1984.112 

The Department of Transportation (DOT), which as- 
sumed responsibility for regulating the airlines, ruled 
that CRS could not be biased. The DOT put in place rules 
in 1984 and 1990 that prohibited airlines from biasing 
their CRS. However, Darryl Jenkins, an airline authority, 
stated in a white paper in 2002 that loopholes in the DOT 
rules allowed programmers to bias their CRS indirectly. 
Jenkins further stated: 


Not coincidentally the largest CRS system (American’s 
Sabre) that was at the heart of the bias issue 20 years ago 
is now—at least since the beginning of this decade—acting 
in a similar manner with Travelocity, its wholly-owned travel 
website. 115 


In 1988, the DOT also found that the major airlines who 
owned the CRS earned an excessive return from it. The 
booking fees for the two major CRS’ were approximately 
double the cost of providing the service. The revenue 
transfer from the non-CRS vendor airlines to the CRS- 
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vendor airlines was substantial, resulting in significant 
income loss for the smaller airlines. Thus, CRS made it 
more difficult for new airlines to successfully penetrate 
markets dominated by major airlines.!!4 

Most booking agents would use the CRS of the dominant 
airline serving a market. Thus, other airlines attempting 
to compete at a major airline hub market found them- 
selves at a competitive disadvantage since their sched- 
ules were often presented after the dominant airline. 
Major airline competitors also experienced higher costs 
due to the high booking fees they were charged for using 
a competitor’s CRS. Thus, CRS often discouraged major 
airlines from effectively competing in hub markets of 
other airlines with strong CRS systems such as those of 
American and United.!!° 

In summary, six factors have been discussed that con- 
tributed to competitive concentration in the major airline 
hub-and-spoke markets. The first three are: 


l. Mergers of major airlines. 

2. Control of most of the landing slots at large hub 
airports. 

3. Purchase of most of the feeder airlines. 


Three additional factors contributing to market domi- 
nance of the large-legacy airlines include: 


4. Frequent-flyer programs. 
5. Travel agency commission overrides (TACO). 
6. Computer reservation systems (CRS). 


FARE PREMIUMS CHARGED BY MAJOR AIRLINES 
IN THEIR HUB MARKETS 


Airlines that existed at the time of deregulation in 1978 
developed an elaborate program (using the six basic steps 
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listed in the previous section) to dominate the largest 
markets. The large markets they dominated became 
known as “fortress hubs,” since in most cases it was 
difficult, if not impossible, for the new discount airlines 
to penetrate these markets. 

An internal memo from the Vice President of USAir to 
its President and CEO, written in July 1987, stressed that 
it was the goal of the major airlines to establish concen- 
trated hub markets where they could charge higher 
fares.116 


[T]here is still much to do before we can be confident that 
we have established a northeast stronghold that is as impervious 
as possible (emphasis added). Ideally, we should control a 
major portion of the traffic at each of the cities in the 
northeast. The beauty of the niche strategy is not just the 
marketing identity and control that it gives us. In addition, 
it enables us to keep control of prices within our niche territory, 
thus insulating a significant position of our traffic from the 
devastating effects of unbridled price competition (emphasis 
added). 


Hub airports are often defined as those where one 
airline controls 60 percent or more, or two airlines control 
85 percent or more, of flights. Given their market domi- 
nance due to barriers to entry, the major legacy airlines 
have been able to charge significantly higher fares than 
airlines providing service in more competitive markets. 

There were several reports during the 1990s issued by 
the United States General Accounting Office (GAO) dis- 
cussing the fare premiums charged by the major airlines 
in their hub markets. The reports often stated that some- 
thing needed to be done to correct the situation and reduce 
airfares. Unfortunately, few, if any, of the recommenda- 
tions to increase competition were adopted during the 
1990s. 

Kenneth M. Mead, an administrator of the GAO, made 
a presentation in 1991 titled Airline Competition: Industry 
Competitive and Financial Problems, in which he stated: 
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Our analysis of 1988 fares (ten years after deregulation) on 
routes of 15 concentrated airports found that when one or 
two airlines dominated an airport, fares were about 20 
percent higher than on routes from less concentrated air- 
ports. 117 


Mead acknowledged there was widespread belief that 
steps needed to be taken to increase competition in the 
hub markets to drive down airfares. He stated, 


Competitive access to airport facilities, a level playing field 
for marketing airline services, and better access to domestic 
and international capital markets would provide an atmo- 
sphere to enhance competition.!!® 


The GAO next reported the fare premium for 14 hub 
markets for the year ending 1992—four years after the 
previously discussed report; this report was titled Higher 
Fares and Less Competition Continue at Concentrated Air- 
ports. The report stated that for the year ending March 31, 
1992, “fares at concentrated airports were 22 percent 
higher than fares at 35 less concentrated airports....1!9 In 
1988 fares were about 21 percent higher.” 

Three years later, in 1995, the GAO issued a second 
report, also called Higher Fares and Less Competition Con- 
tinue at Concentrated Airports. However, this report used a 
different set of airports. It included five highly concen- 
trated slot-controlled airports where one airline accounted 
for more than 75 percent of the passengers. These airports 
included Charlotte, Cincinnati, Pittsburgh, Minneapolis, 
and Detroit. The other five airports were slot-controlled 
airports (i.e. the number of landing and take-offs were 
limited) and they included Washington National, New 
York LaGuardia, Newark, JFK, and Chicago O’Hare, which 
had not been included in the earlier report. The fare 
premium for the 10 airports with operating barriers was 
31 percent higher than 33 other large airports. !?° 

The report stated that six years ago the GAO had made 
a number of policy recommendations to the DOT to improve 
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the competitive situation. However, none of the recom- 
mendations had been adopted. Again, the GAO urged the 
DOT to take steps to address a number of serious barriers 
to entry.!?! 

Professor Severin Borenstein delivered a report to the 
Transportation Research Bureau in 1999 showing the 
changes in hub premiums for 16 major airports from 1984 
through 1997. The average hub premium increased over 
the 13-year period from 15 percent in 1984 to 27 percent 
in 1997. The fare premium would have been still higher 
if the study had included slot-controlled airports in Wash- 
ington, D.C. and New York City. 

The fare premium grew for some of the 16 airports over 
the 13-year period. The airports with increasing fares 
included Charlotte, Cincinnati, Dallas-Fort Worth, Hous- 
ton, Minneapolis, Pittsburgh, and Washington (IAD). In 
many instances, these were hub airports where the domi- 
nant airlines had very high market shares and little 
competition. By contrast, other hub airports’ fare premi- 
ums decreased over time. In many cases, the decline in 
hub airport premiums was due to the entry of low-cost 
discount airlines such as SW and AirTran. Airports expe- 
riencing a decreasing premium, particularly in the later 
years, included Atlanta, Salt Lake City, and St. Louis. 

The GAO reported that 470 million passengers traveled 
in the 31 largest US airports in 1999. Their analysis 
further indicated that the major airlines dominated 16 of 
the large hub airports (i.e. one airline had 50 percent or 
greater market share) in which 260 million passengers 
traveled. Furthermore, in the most dominated airports, 
six major airlines had 80 percent or greater market 
share. An additional indication of the dominance of the 
major airlines is that at nine of the 16 airports, the 
second largest airline carried less than 10 percent of 
the passengers. Only in Atlanta, Salt Lake City, and St. 
Louis did low-fare airlines account for 10 percent of total 
passengers. 
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Table 3.2: Sixteen Largest Hub Markets Dominated by a Single Airline in 1999 








Hub City Dominant Airline Market Share (%) 
1. Cincinnati Delta 94 
2. Charlotte US Airways 90 
3. Pittsburgh US Airways 86 
4. Houston Continental 83 
5. Minneapolis Northwest 80 
6. Detroit Northwest 80 
7. Atlanta Delta 74 
8. St. Louis TWA 72 
9. Salt Lake City Delta 72 
10. Denver United 70 
11. Philadelphia US Airways 63 
12. Dallas Ft. Worth American 61 
13. Washington Dulles United 54 
14. Miami American 54 
15. Newark Continental 53 
16. San Francisco United 51 





Source: Jay Etta Z Hecker, Aviation Competition: Challenges in Enhancing Competition 
in Dominated Markets, US General Accounting Office, March 13, 2001, 
p. 6. 


Lower Fares ON Hus ROUTES THAT DISCOUNTERS PENETRATED 


We have extensively discussed the fare premium the 
major airlines charge in their hub markets in comparison 
to other large markets. In 1999, the US DOT took a 
different approach in explaining the premiums charged by 
the major airlines in their hub markets. In prior studies, 
the DOT had presented information about fare premiums 
that airlines charged in hub markets dominated by major 
airlines, in comparison to more competitive markets. The 
1999 DOT report examined how much more the major 
airlines charged in certain hub markets on routes with- 
out low-fare competition in comparison to routes with 
competition from low-cost airlines. Discount airlines such 
as SW, AirTran, and Frontier had been able to penetrate 
some of the major hub markets. The point of this study 
was to examine the savings that discount airlines pro- 
vided in major hub markets. 
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For this study, the US DOT selected 10 cities where 
major airlines flew more than 65 percent of the passen- 
gers. The fare differential for 10 cities on routes flown with 
a low-fare competitor and comparable routes without a 
low-fare carrier are shown in Table 3.3. The major air- 
lines charged 54 percent more on short-haul routes and 
31 percent more on long-haul routes, where they did not 
compete with discount airlines. On average, the major 
airlines charged 41 percent more on routes where they 
did not compete with discount carriers in comparison to 
routes where they did. The potential savings from allowing 
discount airlines to compete in major airline-dominated 
hub markets amounts to billions of dollars a year. 

The large fare premium the major airlines charge in 
hub markets where they do not compete with discount 
airlines, underscores a huge challenge to major hub 
airlines. Their costs are so much higher than the dis- 
count airlines that their future is threatened by the 
rapidly growing discount airlines that provide large sav- 
ings to the flying public. During the fourth quarter of 2002, 
the domestic cost per mile of the legacy carriers was, on 
average, 60 percent higher than the low-cost airlines. !?? 


Table 3.3: Fare Differentials on Routes at Hub Markets without Low-fare 
Competitor vs. Hub Markets with a Low-fare Competitor (1999) 








Dominated Short-haul Long-haul All Routes Affected 
Hub Routes (%) Routes (%) (%) Passengers 
ATL 49 28 41 4,796,380 
CLT 75 23 54 3,590,790 
CVG 78 35 57 1,936,020 
DENVER 37 28 29 4,533,600 
DTW 51 29 40 2,457,090 
MEM 57 29 43 885,750 
MSP 46 63 55 2,758,600 
PIT 86 18 57 2,920,250 
SLC -6 6 2 1,041,780 
STL 38 61 49 2,390,370 
All Hubs 54 31 41 24,738,900 





Source: Domestic Aviation Competition Series, Dominated Hub Fares, US Depart- 
ment of Transportation, p. 11. 
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The higher costs of the legacy airlines (American, 
Delta, United, Northwest, Continental, US Airway) are due 
to a number of factors reviewed in this chapter. These 
factors include frequent-flyer programs, travel agencies’ 
incentives, and CRS, which enable major airlines to 
dominate their large-hub airports. However, a large por- 
tion of their higher costs are due to the higher wages they 
pay their unionized labor force. To avoid strikes that could 
imperil their operations, the major airlines gave into 
labor demands for higher wages and fewer hours of work 
per week. For example, pilots of some of the larger airlines 
work only seven days per month and senior pilots earn 
between $250,000 and $300,000 per year. Another factor 
contributing to the higher costs of the six legacy airlines 
is that they are flying much older airplanes than the 
discount carriers. Their older airplanes have higher 
maintenance costs and are less fuel efficient than the 
newer airplanes flown by many of the discount airlines. 

Several government reports suggest that steps need to 
be taken to increase competition in the major airlines’ 
hub markets to put downward pressure on price. Foremost 
among the recommendations is that discount airlines be 
allowed to obtain slots and gates in the major airline- 
dominated airports. The Federal government invested 
several billion dollars in building airports and landing 
strips, but the older airlines obtained long-term leases 
permitting them to control most of the slots at their major 
hub airports. The major airlines have also made sizable 
investments in the airports they dominate. So, for all 
practical purposes, they have been able to keep discount 
airlines from gaining enough gates and landing slots to 
have much of an impact. A minimum of six gates and 
landing slots is considered necessary for a discount air- 
line to establish itself in a major airport. 

The DOT has authority to allocate gates and slots at 
major airports to low-fare airlines. However, the DOT has 
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generally refused to use its authority to increase compe- 
tition in the hub markets of the major airlines. The clause 
permitting the DOT to allocate gates and slots states that 
the agency could withdraw slots from major airlines and 
allocate them to other airlines to increase competition. 
However, the DOT’s response has been that it is not 
compelled to use its authority to increase competition at 
major airports. There is no question that the major air- 
lines have used their substantial political influence to 
block entry by discounters in major hub markets. Presi- 
dents Ronald Reagan, George Bush Sr., and George W. 
Bush Jr. have all been recipients of large political contri- 
butions from several of the major airlines. 

Building new airports in larger cities would provide 
access to discount airlines and could also increase com- 
petition. For example, there is only one airport in Atlanta 
that has long been ranked as one of the busiest airports 
(in terms of landings and take-offs) in the United States. 
Instead of building a new airport in Atlanta, a very expen- 
sive fifth runway is under construction. This tactic helps 
Delta to keep its stranglehold on airline traffic from 
Atlanta. Chicago O’Hare’s Airport (a slot-controlled airport 
where entry is impossible) is ranked along with Atlanta’s 
Hartsfield as one of the busiest airports in the country. 
A few years ago, a major effort was made to add a third 
airport to Chicago, but United was able to use its substan- 
tial political influence to keep this from happening. There- 
fore, Chicago O’Hare will continue to be monopolized by 
United and American airlines with no slots allocated to 
low-fare airlines. A related effort used by the major air- 
lines to control slots at major airports is to refuse to 
support airport expansion unless the dominant major 
airline can control most of the new gates. Northwest used 
this ploy in the expansion of the single airport that serves 
Minneapolis, and several of the other major airlines have 
followed suit. 
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SUMMARY 


Several of the major airlines that emerged with deregu- 
lation in 1978 have been able to devise strategies to 
dominate most of the largest airports in the country. In 
turn, they have charged large fare premiums costing the 
flying public billions of dollars each year. The high cost of 
the hub-and-spoke system naturally has its shortcom- 
ings, indicated by the fact that the major airlines have 
been losing a great deal of money since 2001. Most of the 
major airlines experienced huge losses from 2001 through 
2004, and the losses are expected to continue for several 
major airlines through 2008. 

As discounters such as SW, AirTran, JetBlue, and 
Frontier continue to grow, they are eroding the sales of 
the major airlines and contributing to huge losses for the 
majors. Executives at Delta and Northwest predict that 
there may be only three major airlines in a few years, and 
this forecast seems likely. There may well be a parallel 
between the decline of department stores starting 30 
years ago creating a rise of discount stores, and the 
decline in the costly major airlines creating the rapid 
growth in market share of low-fare airlines over the past 
couple of decades. 


Chapter 
Four 


Predatory Pricing 


AS EXPLAINED in chapter three, the six major airlines 
(American, United, Delta, US Airways, Northwest, and 
Continental) that existed before deregulation in 1978 
developed 15 major hub markets dominated by one or two 
major airlines. The major airlines were able to dominate/ 
monopolize their hub airports based on a number of factors 
already discussed. They gained dominance over their hub 
airports by: 


e mergers of major airlines, 

e controlling most of the airline landing slots, 

e purchasing most of the major feeder airlines, 

e using frequent-flyer loyalty programs, 

e giving ticket agent commission overrides (TACO), 
and 

e using biased reservation systems. 


These major airlines often charged fare premiums 
of 20-40 percent in the 15 hub markets which they 
dominated/monopolized, in comparison to the next 30 to 
35 largest markets. This came unexpectedly following 
deregulation in 1978, when it was assumed there were 
no barriers to entry. At that time, it was anticipated that 
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new discount airlines would enter high-priced markets 
and drive prices down to the competitive level. 

All the costly methods used by the major airlines to 
dominate the large airports were still not enough to keep 
new discount airlines from penetrating their high-priced 
hub markets and driving down prices. Because discount 
airlines began penetrating their high-priced hub mar- 
kets, the major airlines felt vulnerable and, as a result, 
developed the practice of predatory pricing to stop this, and 
in the process, drove many small discount airlines out of 
business. During the 12 years of Republican administra- 
tion from 1981 to 1992 (eight under President Reagan and 
four under President Bush Sr.), little action was taken to 
stop predatory pricing because the Republicans tended to 
favor big business. Consequently, only one out of more 
than 150 new airlines survived. Many died due to poor 
financing and weak management, but a large number 
were driven out of business as a direct result of the major 
airlines’ use of predatory pricing. 

The term “fortress hub” came into use because the 
major airlines decided to reduce prices when a low-cost, 
discount airline entered one of the routes of their domi- 
nant hubs. In addition, the major airlines would generally 
add capacity on routes that the discount airlines entered, 
to ensure that the later could not attract enough price- 
sensitive customers and thereby operate profitably, forc- 
ing it to withdraw from the market. Furthermore, in some 
cases, the major airlines would even meet the price of the 
discount airline in markets which they did not previously 
serve. This was a more flagrant method used to drive the 
small discount airlines out of business. In summary, 
predatory pricing became a ruthless method of defending 
the major airline-dominated markets where they charged 
large fare premiums. 

The major airlines argued there was nothing unfair 
about meeting discount airline prices and that this was 
merely fair competition. People considering this response 
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need to recognize that the major airlines dominated/ 
monopolized their hub markets. As a result, they were 
able to raise their prices far above the competitive level. 
Moreover, the major airlines cut their fares only in a 
small portion of their markets, and were able to subsidize 
their losses from the vast majority of markets where they 
charged premium fares. 

US anti-trust laws prohibit large firms from “bullying 
their smaller competitors”, as was occurring in the airline 
industry. Furthermore, the DOT which oversees the air- 
line industry has authority to stop unfair competitive 
practices in the airline industry. But it never used this 
authority to contest one case of predatory pricing. Big- 
business influence in Washington, D.C., is tremendous, 
and the major airlines had the size, money, and influence 
to keep action from being taken to defend fair competition. 

When President Clinton took office in 1993, he and 
members of Congress and the GAO became concerned 
about the dominance of the major airlines and the mo- 
nopoly fares they were charging. The Clinton Administra- 
tion tried to stop predatory pricing and to “even the playing 
field”. Members of the Administration met with the major 
airlines accused of predatory pricing, strongly urging 
them to cease the practice. For a while, this meeting 
appeared to have a positive impact, but that did not last 
for long. 

In the hope of slowing the pace of predatory pricing, the 
DOT proposed a set of guidelines in 1998 that defined what 
would be considered predatory pricing. There were more 
than 5,000 responses to the guidelines, most of them from 
people associated with the six major airlines, and as would 
be expected, they opposed the new rules defining the 
practice of predatory pricing. 

Following the responses, the US Department of Justice 
filed a lawsuit against American for predatory pricing in 
its Dallas hub where it succeeded in driving three small 
discounter airlines out of its dominance. Unfortunately, the 
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judge refused to hear the case, indicating that the Justice 
Department had not demonstrated the occurrence of any 
illegal behavior. The Justice Department appealed against 
the decision, but was unsuccessful in convincing the 
judge to hear the case. The basic problem was that an old- 
school academic philosophy defined predatory pricing so 
narrowly that it was hard to provide grounds supporting 
these charges. Thus, few predatory pricing cases were 
filed and none of them won. However, over the last decade 
many economists and lawyers have grown to recognize 
that predatory pricing can and does occur in the airline 
industry. 


ESTABLISHED AIRLINES CHARGE AMERICAN 
AIRLINES WITH PREDATORY PRICING 


It was not just the low-cost airlines that complained about 
predatory pricing. After driving smaller firms out of busi- 
ness, the predator generally raises its prices back to, or 
above, the earlier high levels. Studies show that the 
predator recoups its losses and becomes stronger by en- 
gaging in further predatory pricing. Most of the predatory 
pricing charges since deregulation have been brought by 
new, small, discount airlines against the much larger, 
high-service, legacy airlines, which existed before the 
deregulation in 1978. However, it is interesting to note 
that two of the smaller and weaker major airlines at one 
time charged American, the largest major airline today, 
with predatory pricing. !?° 

Northwest and Continental filed an anti-trust suit 
against American in the summer of 1993 in which they 
accused American of reducing prices and selling below 
cost with the purpose of driving them out of business. 
Continental and Northwest sought $1 billion in damages, 
which would be tripled if they won their case. In pre-trial 
documents, Continental and Northwest claimed to have 
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found statements by American’s CEO, Robert Crandall, 
stating that American was prepared to lose hundreds of 
millions of dollars in a program to drive the weaker major 
airlines out of business. The documents also allegedly 
claimed that American believed if the weaker airlines 
were eliminated, it would increase it revenues by $1.5 
billion between 1993 and 1995. American’s response was 
that it was doing nothing more than what companies in 
a “take-no-prisoner” industry always do. !24 

American introduced its Value-Pricing Program on April 
9, 1992. The new plan had four basic fares in place of the 
dozens of fares it previously offered, and it reduced its top 
business fare by 40 percent from its previous level. Most 
of the major airlines met American’s fares. Then, on May 
26, Northwest announced its “Grown-up Fly Free” summer 
promotion. American’s response was to slash its lowest 
advance-purchase fare by 50 percent, setting off a rush for 
tickets. While planes flew full for much of the summer, 
the fares were so low that the airlines lost a huge amount 
of money. American alone lost $251 million during the 
second and third quarters of 1992.125 

The plaintiffs lawyers posited that American—then the 
second largest airline—had cut its prices far below cost 
and was employing predatory pricing to run Northwest and 
Continental (two of the smaller and weaker legacy air- 
lines) out of business. American would then be able to 
expand its business and increase its prices to much 
higher levels, hurting consumer interests. American 
countered that it was simply trying to attract more cus- 
tomers. The two airlines testified that American’s fare 
reductions and subsequent half-off cuts in May 1992 
caused them to lose nearly $1 billion collectively. 

American’s Crandall countered that the fare cuts were 
only intended to increase volumes, and not to drive his 
weaker competitors out of business. The jury of nine men 
and three women deliberated for less than three hours. 
The jury concluded that American was not trying to 
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monopolize certain markets through its price cuts in 
1992. With the verdict in favor of American in August 
1993, Crandall stated that American would continue to 
market aggressively and would match the fares of other 
airlines.12° American has done exactly this over the 
years, even when lower-cost and lower-price new airlines 
attempted to enter its dominant high-price hub markets, 
such as the Dallas-Fort Worth Airport. Several studies 
have shown that the major airlines charge premiums of 
20-40 percent in markets where they dominate in com- 
parison to other large markets in which they do not 
dominate. 

It is also interesting to note that after losing its case 
against American, Northwest began to use predatory pric- 
ing to defend its hub markets. Several small discount 
airlines then accused Northwest of using the same preda- 
tory pricing over which it had previously sued American. 
Northwest dominates three markets (Minneapolis, De- 
troit, and Memphis) where it has market shares of 70-80 
percent, and charges some of the highest monopoly fares 
in the country. However, when small discount airlines 
attempted to enter its hub markets, Northwest met their 
prices and drove them out of business. These small dis- 
count airlines have made complaints to the Federal gov- 
ernment about Northwest’s predatory pricing practices. 
Northwest derives almost 95 percent of its business from 
its three hub markets, rigorously defended by the use of 
temporary low prices when it becomes vulnerable to the 
entry of small-discount airlines. 


Mayors UseD PREDATORY PRICING TO DESTROY 
New Discount AIRLINES 


An insightful article was published in the Los Angeles 
Times in 1989 called “How Consumers Pay for Airline 
Deregulation.” It explained how the major airlines tem- 
porarily lowered their pricing to drive practically all new 
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discount airlines out of business over the first 10 years 
after deregulation in 1978. The article stated: 


They (the small discount airlines) only had one weapon at 
their disposal: lower fares.... It seems that every time a new 
airline lowered its fares; the big airlines simply matched 
them. The mega-carriers knew that no airline could make 
any money in the severely discounted airfare markets. But 
they also knew a simple but painful truth: They could lose 
money much longer than the new airlines.... And they were 
right. The little airlines ... couldn’t. And today eight giant 
airlines control 92 percent of the market. As a result, it is 
much harder to get a discount fare. 


The author of the article went ahead to note that the 
major airlines were operating “Fortress Hubs” in the 
markets they dominated and the fares they were charging 
were “nothing less than skyway robbery.”!27 

Chapter three presented a similar observation made by 
a United executive. He said that United could afford to 
lower its prices sharply to meet the fares of the new 
discount airlines and drive them out of business. This was 
possible since United has much higher fares in most of 
the other routes in its hub markets, permitting it to 
subsidize its temporary low prices. 


NORTHWEST AIRLINES GAINS NOTORIETY 


Northwest became a powerhouse in 1986, when the DOT 
allowed it (the eighth-largest airline) and Republic (the 
ninth-largest airline) to merge. The Department of Justice 
strongly opposed the merger on the grounds that it would 
create monopolies in the major cities the two airlines served. 
And that is exactly why the merger happened. But at that 
time, the DOT acted in an advisory capacity and approved 
all merger proposals it received. On August 20, 1986, the 
DOT approved the merger of Northwest and Republic. Thus, 
throughout most of the 1990s, Northwest had a 70-80 
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percent market share in Minneapolis, Detroit, and Mem- 
phis.!28 With little or no competition on most of its routes, 
Northwest was able to charge monopoly fares. 

Northwest had learned the hard way about the power of 
predatory pricing when it came close to being driven out 
of business by United’s below-cost pricing. Ironically, 
Northwest adopted predatory pricing to defend the high 
prices it charged in its three fortress-hub markets— 
Minneapolis, Detroit, and Memphis. The airline often 
charged premiums of 40 percent or more in its hub 
markets which were among the highest in the industry. 
Northwest once again ruthlessly defended its monopoly, 
using predatory pricing to prevent the entry of new low-cost 
airlines. 

In 1992, Northwest CEO John Dasburg provided impor- 
tant insight into the airline’s response to new discount 
airlines when he said: 


In the long run, predatory pricing will reduce the number of 
airlines, ultimately cutting the number of flights and choices 
available, particularly in smaller markets. This will leave the 
few surviving airlines free to price just as high as they want 
for just as long as they want.!29 


The new Northwest airline with market power led to 
numerous complaints being filed against it for predatory 
pricing. From 1993 through 2002, there were at least 
seven predatory-pricing complaints by small airlines which 
had been prevented from penetrating Northwest's three- 
hub markets. Their claims were similar in nature, charg- 
ing that Northwest temporarily lowered its prices to meet 
the lower-cost discount airlines that dared to enter the 
monopolized, three-hub markets. In addition, Northwest 
substantially increased its capacity to gain new travelers, 
who were attracted by the lower price. In most cases, the 
small discount airlines were unable to attract enough 
passengers to operate profitably, and were forced to with- 
draw from Northwest-hub markets. Several of the smaller 
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airlines that went out of business attributed their down- 
fall to Northwest’s predatory pricing. After the discounters 
withdrew from its markets, the airline typically increased 
its price back to the same or higher levels than before the 
discounter entered the market. 

When Bill Clinton became President of the United 
States in 1993, he effectively reversed the inaction re- 
garding aggressive pricing by the major airlines against 
small discount airlines during the 12-year Reagan-Bush 
era. Clinton’s administration became very concerned 
about the dominance of a few major airlines that had been 
in existence before deregulation and the large fare pre- 
miums they charged. 


A LEADER IN RAISING THE ISSUE OF PREDATORY PRICING 


Professor Paul Dempsey of the Travel Law Department 
then at the University of Denver now at McGill University 
in Montreal and Vice Chairman and Director of Frontier 
Airlines has written extensively on predatory pricing. His 
studies suggest that Northwest used predatory pricing to 
defend its fortress hubs in Minneapolis, Detroit, and 
Memphis, more than any other airline. The following 
scenarios reveal that Northwest has, time and time again, 
used predatory pricing to protect hub premiums that were 
often 40 percent or more than other large markets without 
major airline hubs. This is the same Northwest that, along 
with Continental, sued American for predatory pricing. 


Northwest vs. Reno Air 


One of the first actions taken by the Clinton Administra- 
tion was to intervene in a response by Northwest to Reno 
Air’s decision to start flying from Reno, Nevada, to Min- 
neapolis (Northwest’s largest hub). Northwest’s response 
to Reno Air was clearly a mismatch between a huge 
airline and a small start-up. Northwest was a global giant 


90 Deregulation and Competition 


serving 240 destinations in four continents. In sharp 
contrast, Reno Air was a small start-up airline which went 
public in May 1993, and started flying in July to under- 
served markets or over-priced markets of the major car- 
riers. At the time of its confrontation with Northwest, 
Reno Air served six west-coast cities from its mini-hub 
in Reno, employing 600 people and flying seven leased 
airplanes. 19° 

Reno Air announced its plan to start three low-cost 
flights every day between Reno and Minneapolis begin- 
ning April 1, 1993. Northwest had abandoned the route in 
1991, saying it was unprofitable. However, upon learning 
of Reno Air’s plan, Northwest announced that it would 
restart its service from Minneapolis to Reno, and meet 
Reno Air’s low price. In addition, Northwest also said it 
would begin providing service from Reno to three west- 
coast cities that Reno served. Reno complained of foul play 
by Northwest that was designed to destroy the small 
discount airline.!3! 

A meeting was held in Washington, D.C. between Trans- 
portation Secretary Federico Pena and Northwest’s Dasburg 
(see his statement above about how predatory pricing can 
be used to drive out small airlines to keep prices high in 
major dominated markets). Secretary Pena gave North- 
west three days to decide whether or not to cancel its 
planned flights from Reno to cities Reno Air served on the 
West Coast. Northwest agreed to cancel its plans. How- 
ever, it matched Reno Air’s low price to Minneapolis and 
added enough capacity, forcing Reno Air to drop its flights 
from three to one per day and then to withdraw completely 
from the Minneapolis market.!%? 

In 1997, Reno Air sued Northwest, charging that it had 
used predatory pricing to drive the discounter out of the 
Minneapolis market. The suit stated that Northwest had 
used similar predatory practices to drive People Express, 
Midway, and other new entrants out of Minneapolis. In 
1999, Reno Air was sold to American, which dropped the 
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lawsuit.!9°5 As was often the case, another major airline 
would pick up the pieces from a battle between a dis- 
counter and a major airline. 


Northwest vs. Western Pacific Airlines 


Western Pacific Airlines started flying from Colorado 
Springs in 1995. The airline rapidly expanded and by 1996, 
it was serving 16 cities from Colorado Springs, flying 15 
Boeing 737-300 airplanes. The rapid expansion of the new 
airline caught Northwest’s attention and it initiated flights 
to Colorado Springs from each of its hubs in Minneapolis, 
Detroit, and Memphis. According to Professor Dempsey, 
the message was clear. “Western Pacific would be unwel- 
come at Northwest hubs, would be met with fierce oppo- 
sition, lots of seats and low fares.” Western Pacific exited 
Colorado Springs in the fall of 1997 and was liquidated the 
following year. Northwest’s interest in Colorado Springs 
rapidly dissipated, and it discontinued service from its 
Memphis and Detroit hubs. 134 


Northwest vs. Kiwi International Airlines 


Kiwi International Airlines, based in Newark, accused 
Northwest of using predatory pricing to drive it out of 
business in the fall of 1998. Kiwi claims it was forced to 
withdraw its flights from Minneapolis to Detroit and 
Mineapolis to Newark when Northwest and Continental 
matched its prices on all ofits flights. They first met Kiwi’s 
$79 fare and when Kiwi lowered its price to $69, they 
matched that, too. Before long, Kiwi’s flights were half 
empty, forcing it to exit the market after which Northwest 
and Continental sharply raised their fares. !9° 


DELTA AIRLINES’ RESPONSE TO VALUJET/AIRTRAN 


Northwest was not the only airline that used predatory 
pricing to protect its fortress hubs in Minneapolis, Detroit, 
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and Memphis. All major airlines employed the same 
technique to varying degrees to defend their high-price 
monopolized markets. ValuJet/AirTran had a number of 
run-ins with Delta that threatened the discounter’s fu- 
ture in its early days. 

ValuJet began operating on October 26, 1993, flying two 
airplanes from Atlanta to three tourist destinations in 
Florida (Jacksonville, Orlando, and Tampa), all cities served 
by Delta. ValuJet had “peak” and “off-peak” fares (based 
on the day of the week) available on a one-way basis. This 
simplified fare schedule was quite different from those of 
the major airlines. Delta met ValuJet’s “peak” and “off- 
peak” fares, but continued to require a 21-day advance 
purchase, a round-trip ticket, and a Saturday night stay- 
over. However, Delta maintained its higher-price busi- 
ness fare and did not flood the market with extra capacity. !°° 

Had Delta initially reacted more aggressively to the 
small discounters as did Northwest and other major air- 
lines, ValuJet would have been just another one of the 
small airlines driven out of business by the major airlines’ 
temporary low prices. Instead, ValuJet/AirTran is today 
the third largest discount airline in the United States, 
with consistent profitability in recent years. Over the 
years, there has been much debate as to why Delta’s 
initial response to the new low-price ValuJet was so mild 
in comparison to the responses of other major airlines. 
Rumor had it that the other major airlines were critical 
of Delta’s mild response to ValuJet. 

It was not long, however, before Delta began aggressively 
responding to ValuJet/AirTran’s prices. ValuJet/AirTran 
did have several advantages. Many cities were disgusted 
with the high fares they had to pay Delta and the other 
major airlines. As a result, they paid substantial bonuses 
to ValuJet/AirTran to begin service to cities where pas- 
sengers felt they were being gouged by Delta’s high prices. 
To the extent it was able, instead of flying to Delta’s hub 
in Cincinnati, it flew to two nearby cities and was able to 
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establish profitable service because Delta did not meet its 
price to those locations. 

However, ValuJet/AirTran was not immune to Delta’s 
price cuts and additional seating capacity on routes that 
the discounter began flying. In 1997 and 1998, Delta 
reduced its price by more than 40 percent in 10 cities that 
ValuJet/AirTran entered (Washington [Dulles], Fort Lau- 
derdale, Fort Myers, Jacksonville, Memphis, New Or- 
leans, Orlando, Savannah, Tampa, and West Palm Beach), 
relative to what prices had been before the discounter 
began operating in the last quarter of 1993. ValuJet/ 
AirTran complained to the DOT about Delta’s unfair pric- 
ing and brought a lawsuit that was settled relative to this 
practice (the terms of the settlement remain confiden- 
tial). 

The second step involves forcing the small discount 
airline to withdraw from the market. The third step 
involves the major airline increasing its prices to, or 
above, the level before the discounter entered the market. 
Since the major airlines often raise their prices to above 
the level before the discounter entered the market, they 
can recoup their losses. Delta reduced its price, on aver- 
age, by 40 percent when ValuJet/AirTran entered several 
of its markets. Then, when the discounter failed to attract 
enough customers to be able to operate profitably, its only 
recourse was to withdraw from these markets. AirTran 
was forced to abandon seven cities including Columbus, 
Ohio; Indianapolis; Jackson, Mississippi; Louisville; Mo- 
bile, Alabama; Nashville; and Pittsburgh. As was to be 
expected, Delta and other major airlines increased their 
fares after the withdrawal. 


DEPARTMENT OF TRANSPORTATION TAKES A STAND 


On April 7, 1998, the DOT issued a statement regarding 
“Unfair Exclusionary Conduct in the Air Transportation 
Industry.” The statement noted that the DOT 
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has a mandate to foster and encourage legitimate compe- 
tition.... Some of the responses we have observed, however, 
appear to be straying beyond the confines of legitimate 
competition into the region of unfair competition that ... we 
have not only a mandate, but an obligation to prohibit.!°” 


Many examples have described how small, low-cost 
discount carriers were confronted with deep price cuts by 
the major airlines when they attempted to enter the major 
airlines’ large hub markets. The DOT reached much the 
same conclusion and stated: 


In recent years, when small, new entrants have instituted 
new low-fare service in major carriers’ local-hub markets, 
the major carriers have increasingly responded with strat- 
egies of price reduction and capacity increases designed not 
to maximize their own profits but rather to deprive the new 
entrants of vital traffic and revenues. Once a new entrant 
has ceased its service, the major carrier will typically 
retrench its capacity in the market (and) raise its fares to 
at least their pre-entry levels or both. The major carrier thus 
accepts lower profits in the short run in order to secure 
higher profits in the long run. This strategy ... dissuades 
other carriers from attempting low-fare entry. (This) can hurt 
consumers in the long run by depriving them of the benefits 
of competition. 19° 


The DOT stated that it would take action to stop such 
anti-competitive behavior when one or more of the follow- 
ing exclusionary practices occur: 


(a) the major carrier adds capacity and sells such a large 
number of seats at very low fares that the ensuing 
self-diversion of revenue results in lower local rev- 
enue than would a reasonable alternative response; 

(b) the number of local passengers that the major car- 
riers carry at the new entrant’s low fares (or at 
similar fares that are substantially below the major 
carrier’s previous fares) exceeds the new entrant’s 
total seat capacity resulting, through self-diversion, 
in lower revenue than would a reasonable response; 
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or 

(QQ the number of local passengers that the major car- 
rier carries at the new entrant’s low fares (or at 
similar fares that are substantially below the major 
carrier’s previous fares) exceeds the number of low- 
fare passengers carried by the new entrant result- 
ing, through self-diversion, in lower local revenue 
than would a reasonable alternative response. 139 


The DOT charter gave the agency the power to take 
actions against “Unfair Exclusionary Conduct in the Air 
Transportation Industry.” But instead of bringing lawsuits 
against the major airlines involved in predatory pricing, 
the DOT decided to issue the price guidelines to clarify 
what it would consider unfair conduct. One could have 
readily forecasted what the response would be. The wis- 
dom of issuing the price guidelines when the DOT already 
had authority to act, can be fairly questioned. 

There were over 5,000 responses to the proposed guide- 
lines. Most of these responses were negative, and came 
from major airlines and those associated with them, 
rather than from the low-price airlines. As a result, the 
DOT did not implement its guidelines and the major 
airlines continued to: 


(a) sharply reduce their prices when small discount 
airlines entered one of their high-price hub markets, 

(b) drive the small discount airlines from the market as 
they were unable to gain enough traffic to operate 
profitably, and 

(0) increase their prices to higher levels prior to the 
discounter’s market entry, after discounters were 
forced to withdraw from the market. 


Several of the small, low-cost, discount airlines expe- 
rienced new aggressiveness by the major airlines when 
the DOT withdrew the guidelines. 
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While the DOT was not going to take action to stop 
predatory pricing, the US Department of Justice had 
authority to stop unfair-pricing behavior by firms with 
monopoly positions. The attempt by the Justice Depart- 
ment to stop unfair pricing by the major airlines in their 
high-price hub markets is discussed in the next section. 


JUSTICE DEPARTMENT SUES AMERICAN AIRLINES 
FOR PREDATORY PRICING 


Free entry into markets by new airlines was widely argued 
as a major reason for airline deregulation in 1978. Sup- 
posedly, if a major established airline charged high fares, 
a new carrier would enter the market and thrive by 
offering the public a lower price. However, during the 
1990s, the US Justice Department received numerous 
complaints from small discount airlines accusing the 
major airlines of predatory pricing in an attempt to deny 
them access to their high-priced hub markets. There 
were several charges of predatory pricing involving Ameri- 
can in Dallas, Delta in Atlanta, and Northwest in Minne- 
apolis and Detroit. The charges generally involved major 
airlines sharply dropping their prices on routes that small 
discount airlines entered. 

The Justice Department studied numerous complaints 
and obtained documents from the major airlines accused 
of predatory pricing. After reviewing the facts of the vari- 
ous complaints for 18 months, the Justice Department 
filed a predatory-pricing suit against American on May 13, 
1999—21 years after the airline industry was deregu- 
lated. American was charged with using predatory pricing 
to drive Vanguard Airline, Sun Jet, and Western Pacific 
out of the Dallas market it dominated, where it had a 70 
percent market share and a 90 percent share of direct 
flights.14° Government studies showed that Dallas was 
one of the hub markets that charged a large-fare premium 
associated with American’s monopolistic market position. 
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Justice Department officials stated that the case against 
American was particularly compelling, based on docu- 
ments they had uncovered during pre-trial discovery. 
According to the Justice Department, American (then the 
second largest airline and now the largest airline) had 
deliberately embarked on a strategy of selling below cost 
to drive three low-cost airllines—Vanguard, Western Pa- 
cific, and Sun Jet—from its hub in the Dallas/Fort Worth 
Airport. Joell. Klein, Assistant Attorney General in charge 
of the anti-trust division, stated that “American quickly 
realized that these new carriers could be a significant 
competitive threat, estimating that as much as $1.5 
billion of its annual revenues were at risk if they were 
to succeed.” The Justice Department complaint discussed 
American’s report, Dallas/Fort Worth Low-Cost Carriers 
Strategy, which indicated that the response to the low-cost 
carriers “could prove unprofitable in the short run.” But 
it went on to conclude that “the short-term cost, or impact 
on revenue, can be viewed as the investment necessary 
to achieve the desired effect on market share.”!*! 

According to Klein, “American crossed a fundamental 
line. The anti-trust laws are there to police that line 
between competition on merits and predation.” The suit 
charged that in a 1996 meeting, top executives at Ameri- 
can met and agreed on a strategy to drive low-fare carriers 
out of business. The complaint states that American’s 
Crandall, said that “If you are not going to get them out, 
then (there’s) no point to diminish profit.” Other memos 
from American were uncovered, indicating that the air- 
line would like to “drive (Vanguard) from the market” and 
get (Western Pacific) out. 142 

The Justice Department, going into the case, recog- 
nized that it could be difficult to meet the more recent 
standard of proving predatory pricing. It would need to 
show that the alleged predator had reduced prices below 
variable cost that was very low in the airline industry. 
The variable cost on an extra seat on an airplane is a small 
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portion of the total cost of providing that seat. However, the 
pre-trial evidence seemed to be very strong and showed 
that American had purposely lowered its prices far below 
its cost to drive three small discount airlines from the 
Dallas/Fort Worth Airport. Furthermore, it added new 
planes on the routes where it intended to deny entry to 
the new discount airlines. Once the start-ups were driven 
from the Dallas market, American sharply increased its 
prices often by 50 percent or more, and reduced the 
number of airplanes on the route. 

US District Judge J. Thomas Martin dismissed the 
Justice Department suit against American on April 27, 
2001 before the case was scheduled to be tried. The judge 
stated in a 142-page opinion piece that American played 
by the traditional rules. It competed with low-fare carriers 
on their terms. There is no doubt that American may be 
a difficult, vigorous, even brutal competitor. But here, it 
engaged only in bare, not brass-knuckle conduct. !4% 

In a statement before the case was filed, John Names, 
Deputy Assistant Attorney General, said that the suit 
alleges “principles of hub economics that the department 
believes create barriers to entry.” When the Justice 
Department brought the case against American, the air- 
line flew 77 percent of the passengers nonstop to and from 
Dallas—one of the “fortress hubs” that the DOT identified 
as charging large fare premiums because of the monopo- 
listic position of the dominant carrier. With its large fare 
premiums, it was easy for American to decrease its fares 
significantly on a handful of flights, when a small discount 
airline entered the Dallas/Fort Worth Airport, and then 
to raise them back to their prior premium level or above 
when the discounter exited the market.!*+ It was clear 
that predatory pricing allowed American to protect its 
“fortress hub.” 

Aspokesman for Vanguard (which had twice been driven 
out of Dallas by American) said that it found the decision 
“unbelievable.” 
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The court has implicitly ruled that a monopolist or near 
monopolist may act intentionally to drive a small competitor 
out of the market.... We feel the ruling will result in higher 
airfares for the flying public. 


The Chief Executive Officer of National Airlines, a Las 
Vegas start-up that was in bankruptcy court, stated that 
he believed predatory pricing by large airlines against 
small start-ups was widespread. He said that as a result 
of the decision, major airlines were likely to become more 
aggressive in shooting new entrants out of the skies. !45 

A thoughtful article in Business Week entitled “Preda- 
tory Pricing: Cleared for Takeoff’, also questioned the 
judge’s decision dismissing the Justice Department suit 
against American. The article stated, “The judge’s ruling 
opens the door for dominant companies to wage bare- 
knuckle price wars against pesky smaller competitors.” 
The judge’s decision was based on the fact that the Justice 
Department had not shown that American priced below 
variable cost. But in the airline industry, the cost of 
providing a seat for an additional passenger is low. The 
Justice Department had argued that the test for predatory 
pricing needed to be updated. The decision instead should 
have been based on whether there was “any business 
justification for American’s aggressive pricing other than 
driving away competition.”!46 Kahn, who played a major 
role in airline deregulation, said, “the Supreme Court has 
written predation out of the law.”!47 


SUMMARY 


There is no question that economists and politicians 
expected competition to increase rapidly when the airline 
industry was deregulated. They expected prices to fall as 
new discount airlines entered high-price markets and 
drove prices down. However, the major airlines sharply 
lowered their prices to meet those of the discounters, 
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while providing the public with a large number of costly 
services. When the discount airlines no longer had lower 
prices, most went of business. 

It was not until the mid-1990s that the tide started to 
turn with some new discount carriers such as Valudet, 
Frontier, Spirit, and Jet Blue starting to expand. SW, 
which existed before deregulation as an intra-state dis- 
count airline, continued to spread across the country, 
moving from Texas and nearby states to the West Coast, 
then to the upper Midwest and finally on to the Northeast. 
The discount airlines have generally prospered in the 
period 2000 to 2004, while all the full-service major 
airlines have incurred huge losses. The market share of 
the discount airlines has grown significantly since the 
1990s and they account for close to 30 percent of all 
passenger traffic. 


Pacific Southwest Airlines: 
The First Large Discount 
Airline 


Chapter 
Five 


PACIFIC SOUTHWEST Airlines (PSA) started flying in 
California in 1949. Being an intra-state airline, PSA was 
not under the direction of the CAB that regulated the 
major airlines flying across state lines. Instead, the 
California Public Utilities Commission (CPUC) regulated 
PSA, and provided intra-state airlines with more operat- 
ing freedom. As a result, PSA had much greater leeway 
than the major airlines in selecting the routes it would 
fly and in deciding on the fares it would charge. PSA, in 
fact, charged fares that were often 50 percent less than 
the major airlines. Before the creation of PSA, customers 
of the major airlines were primarily business people or 
very wealthy individuals. The general public either trav- 
eled by bus, train, or automobile to cities that were located 
several hundred miles away. The problem with these 
land-based modes of transportation was that they required 
a great deal of time for people to travel long distances. 
PSA started flying with one airplane in 1949, but in less 
than 20 years it grew to be the largest airline in Califor- 
nia. The general public and business travelers responded 
positively to its low fares and highly reliable service 
between San Diego, Los Angeles, and San Francisco. 
Unlike the major airlines, PSA received no revenue from 
the US Postal Service which was a significant revenue 
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source for them. PSA was initially known as the “Poor 
Sailor’s Airline.” It started with an emphasis on flying 
sailors who were on leave from San Diego to Los Angeles 
and San Francisco. The sailors’ incomes were low, and so 
PSA designed an airline that had no frills and provided 
basic flying service at the lowest possible price. !4° 

PSA continuously upgraded its fleet of airplanes and 
provided more frequent service. By the mid-1960s, PSA 
had the least expensive jet fares in the United States. For 
example, its fare between Los Angeles and San Francisco 
in 1965 was $14.18, and it dropped another $2.18 to an 
even $12 for standby passengers. !49 PSA’s goal of providing 
low-cost and friendly airline service gained widespread 
acceptance by the flying public. While its initial target 
was sailors, business travelers and the general public 
rallied to its low fares and friendly service as well as its 
more convenient hourly service between major cities in 
California. 

In a few years, business travelers outnumbered the 
general flying public and PSA became the largest airline 
in California. As can be observed from Table 5.1 (part A), 
the number of passengers between Los Angeles and San 
Francisco approximately doubled as low-fare air service 
became accepted. Part B of the table also shows that PSA 
flew almost half of its passengers between Los Angeles and 
San Francisco from 1962 to 65. It started providing service 
to more markets, and by the late 1960s it flew more 
passengers in California than any other airline. 

While PSA started as an intra-state airline providing 
service between just three cities, it rapidly expanded and 
provided service throughout much of California. Then, 
following airline deregulation in 1978, PSA continued its 
expansion and began flying to many cities in the western 
part of the United States as well as operating interna- 
tional flights to Mexico.!©° Unfortunately, a leading au- 
thority on PSA notes that regardless of how successful and 
innovative PSA was, “very little was written about the 
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Table 5.1: Airline Passengers Flown between Los Angeles and San Francisco 
and Market Shares of the Respective Airlines 





United Western Pacific Other Total 
Airlines Airlines Southwest Airlines 





A. Passenger Flown by Different Airlines 

1962 494,520 314,580 731,787 74,020 1,614,907 
1963 394,530 641,281 949,000 91,400 2,076,211 
1964 441,890 850,093 1,096,000 85,370 2,473,353 
1965 1,000,000 608,000 1,330,000 200,000 3,138,000 


B. Market Share of Airlines (%) 


1962 30.6 19.5 45.3 4.6 100.0 
1963 19.0 30.9 45.7 4.4 100.0 
1964 17.9 34.4 44.3 3.5 100.0 
1965 31.9 19.4 42.4 6. 100.0 





Source: “Sky’s the Limit—Despite Lower Fares, West Coast Airlines are Flying 
High,” Barron’s, June 13, 1966, p. 5. 


(airline)” in the business press. One of the reasons for this 
was that it began flying more than 50 years ago when not 
much was written about airlines, particularly a discount 
airline, in California. 


THE FOUNDERS OF PAcIFIC SOUTHWEST AIRLINES 


In 1946, Kenny Friedkin and Joe Plosser opened a flight- 
training school in San Diego’s Lindberg field to train 
veterans under the G.I. Bill so they could obtain commer- 
cial pilot licenses. The school developed a national repu- 
tation with more than 200 students enrolled at a time. 
However, the following year the number of G.I. Bill appli- 
cants had fallen sharply and the founders brainstormed 
for a way to keep flying. The founders loved to fly and 
initiated several ideas, such as providing an aerial- 
banner-towing service. They even started flying 10,000 
live mud suckers per flight from Mexico to Colorado where 
they were used as bait. But this effort to keep flying only 
lasted a short while. Their next venture was to offer 
charter service with a small four-seat Cessna aircraft. 
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However, this venture also failed to provide a sufficient 
livelihood. 15! 

The founders kicked around ideas about what to do next 
and someone came up with the idea that they acquire a 
bigger aircraft, a DC-3 with 28 seats, instead of the 
familiar Cessna with just four seats. The idea initially 
scared everyone since they had only been flying the small 
airplane. It was also suggested that they might provide 
general flying service from San Diego to San Francisco, 
a city none of the founders had ever visited. They traveled 
to San Francisco and decided that flying from San Diego 
to Los Angeles and San Francisco was an idea worth 
trying. One of the members of the group stated: 


We've said many times that if we'd known anything about 
the airline business, we’d have never succeeded and prob- 
ably never would have gotten into it. But flying was some- 
thing we knew and we wanted to give people a good service. 
We weren’t out to make a million dollars apiece; we just 
wanted to stay together and continue flying. 


The fact that they had no background in the airline 
business turned out to be an advantage, since they could 
create a new and uniquely designed airline focusing on 
creating a reliable-and-fun flying experience. !152 


HUMBLE BEGINNING 


PSA was born out of a DC-3 that was leased for $2,000 per 
month. PSA’s first flight was on May 6, 1949 from San 
Diego’s Lindbergh Field, and headed for Oakland just 
outside of San Francisco. Initially, PSA flew only on week- 
ends, and with its low fares attracted a large number of 
military personnel. The philosophy behind the airline was 
that if fares could be kept low then passengers could be 
diverted from buses and trains. The ultimate goal was to 
provide service every hour to major cities in California in 
order to be competitive with bus and train service. Early 
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service was barebones: PSA’s first gate was a repainted 
military outhouse placed adjacent to the new terminal in 
San Diego. The upgraded latrine had a ticket counter and 
a set of bathroom scales to weigh passengers’ luggage. !5° 

Camaraderie in the early days established the tone for 
how PSA operated. Everyone worked together to do what 
was necessary to please passengers. Pilots loaded the 
luggage and flight attendants cleaned the airplane and, 
according to old-timers, everyone drew bathroom duty at 
least once. According to Mike Bogle, who became chief 
pilot in 1967, everyone helped out when there was a 
problem. 


When winter weather would hit all of a sudden, and air- 
planes had to have their deicing boots put on the wings, it 
was a massive, all night job. Pilots, mechanics, and baggage 
handlers—everybody would help put them on. There wasn’t 
any extra pay involved.!54 


PSA experienced considerable competition as it started 
providing scheduled discount service. There were non- 
scheduled chartered airlines that flew when they were 
filled to capacity, and they offered rock-bottom fares on the 
same routes PSA was beginning to fly. Other major air- 
lines such as United Airlines and Western Airlines also 
considered California their turf. The major airlines played 
hardball and tried to stop the small discount airlines from 
applying to fly in California. Initially, PSA charged $9.95 
to fly from Los Angeles to San Francisco while the major 
airlines were charging $33. For a while, the large airlines 
ignored the discounter doubting that it would succeed, and 
then started matching its deeply discounted fares. But 
meeting the discounter’s fare had a surprising beneficial 
consequence. 


People doubted we could do adequate maintenance if we 
were charging such low fares. They feared we weren't safe. 
Out biggest problem was establishing PSA as a legitimate, 
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safe airline. When United and Western came down to our 
fares, that did it. People realized that we could fly with the 
same degree of safety.155 


PSA became the first airline to be hijacked, but this had 
comic overtones from the beginning. The plane’s owner 
believed that the leased DC-3 would be flown 12 hours a 
month and thought that it was a good deal at a monthly 
rent of $2,000. However, in a few months the DC-3 was 
being flown 150 hours per month. According to Andrews, 


After several months ... the owner could stand it no longer. 
So we pulled into Burbank one day with a load of passengers, 
and I get a call from the captain: “Somebody just came in 
and took our airplane and all the passengers away.” Appar- 
ently a 250-pound maintenance guy, acting on behalf of the 
owner, hand marched up to the cockpit, got in and said he 
was taking the airplane back. 


The DC-3 was returned the next day after the lease was 
renegotiated. 156 


FRIENDLINESS: KEY TO PACIFIC SOUTHWEST’ S SUCCESS 


Early PSA frequent flyer Scott Newhall (former editor of the 
San Francisco Chronicle) used one word to describe the 
airline: friendly. He said, “Their business was to get you 
there feeling pretty good. Sometimes it was like a party, 
with a little band or guitar player. And they were on time 
and had good-looking girls.” Carol Austin, a 23-year vet- 
eran of PSA stated, “We treated customers as if they were 
guests in our homes. We were never allowed to go into our 
work area and hide-out, talking among ourselves,” as 
often occurs on the major airlines. The airline was dubbed 
“Personality Sells Airlines.” 157 

The airline’s first advertising agency credits PSA’s 
management team with the relaxed and supportive na- 
ture of the flight crews. “They were a young airline and 
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they had a lot of fun. Their competitors were big guys who 
were very stuffy, formal, terribly dignified. PSA was a 
bunch of gung-ho kids who wanted to build something.” 
Everyone agreed that one of Friedkin’s major traits was 
his belief that flying should be fun. Andrews, who suc- 
ceeded Friedkin when he died, stated, “Life is tough 
enough. If we’re not having fun, let’s go do something 
else.” A longtime flight attendant similarly stated, “We 
sought to make almost a sporting event of it by involving 
the passengers as well as crew members in the fun. The 
differentiating factor was that we got people to loosen 
up.”158 


A SYMBOL IS BORN 


One day when ad man Len Gross was getting ready to board 
a PSA flight, he looked at the black radar dome on the front 
of the airplane. He observed “Gee, that looks like a nose.” 
He thought that if the Flying Tigers during World War II 
could paint “Shark’s teeth” on their planes to emphasize 
their ferocity, then why could PSA not, similarly, paint a 
“smile on the nose of its planes to stress its fun and 
personality. But when Gross suggested the idea to Andrews, 
the CEO, he thought it was a bad idea. He said “I thought 
flying an airplane with a big smile would be a putdown to 
the captain. It just wasn’t right.” However, everyone else 
liked the idea and in 1970 “a big smile” was painted on 
the front of all PSA planes. The “smile” became its central 
artwork in all advertising. The smile was also used in all 
collateral materials such as brochures and ticket folders. 
The “smile” was employed as a central theme when PSA 
became an interstate airline in 1978 with ads such as 
“Catch Our Smile to Portland” or “Smile to Phoenix.” The 
smile became closely identified with the lighthearted- 
ness of PSA. The “big smile” was used until the airline was 
sold to US Airways in 1986.159 
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SEXY FLIGHT ATTENDANT UNIFORMS INTRODUCED 


Like all other airlines, PSA’s flight attendants were fe- 
male and wore traditional two-piece military-style busi- 
ness suits. But in 1962, PSA changed the uniform their 
flight attendants wore. From that point on it is said that 
most male passengers wore smiles when flying the dis- 
count airline, and the uniform had a great deal to do with 
their pleasure. The first of the new uniforms introduced 
was called a “banana skin.” This was not because of its 
color that was brown, but instead because of its form- 
fitting silhouette. One flight attendant recalls “It was very 
form-fitting with a zipper all the way up the front; you 
really had to peel it on and off. Everything showed. It was 
definitely ahead of its time ....” PSA even used the new 
uniforms in ads during the swinging 1960s, with print ads 
stating “PSA gives you a lift.” Supposedly, as a result of the 
uniform, some men had to be tethered. An equally bold ad 
stated that aisle seats were the best on the airplane. This 
was based on the observation that many men watched the 
stewardesses walk back and forth on the aisle. “So we 
advertised that the aisle seats were the best on the plane 
at $13.50. Some customers actually thought due to the 
advertising that the price of the aisle seats was more 
expensive. But in fact all seats were the same price”. 169.16! 

Given the positive response of many male passengers 
to the one-piece skin-tight uniform, new and more reveal- 
ing uniforms were introduced over the years. In 1967, two- 
piece, tight-fitting miniskirts were introduced, and over 
the years the skirts got shorter and shorter reaching five 
inches above the knee. But “orange ruffled pettipants 
underneath kept everything decent when they reached 
for the overhead racks”. Andrews, the man responsible for 
introducing the miniskirts, was unrepentant and said 
“We didn’t hesitate a moment to promote them. Sure it 
created a lot of talk, but that’s fine. It promoted the 
airline.” 162 
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Competitors liked to insinuate that a discount airline 
like PSA had cut too many corners and might not be 
mechanically safe to fly. But employees informed Andrews 
that famous individuals were flying PSA on a regular 
basis. As a consequence, Andrews began to call on public 
relation firms in Hollywood and Washington that repre- 
sented the famous and wealthy. The California news 
media started to report on celebrities who flew PSA and 
showed their pictures. This was good publicity for the 
airline and passengers were pleased to be on flights with 
prominent people. Furthermore, if the rich and famous 
flew PSA, then many felt that “so should I.” Some of the 
politically famous people flying on PSA included US Sena- 
tors Edward Kennedy, Hubert Humphrey, Margaret Chase, 
and Mrs Lyndon B. Johnson. PSA also carried Governor 
Nelson Rockefeller during the primary presidential elec- 
tions. Press Secretary Pierre Salinger regularly flew be- 
tween San Francisco and Los Angeles when he was running 
for a US Senate seat in California and past President 
Ronald Reagan also was a PSA passenger. 163 

Movie star Charlton Heston was photographed buying a 
ticket in Burbank, situated next to Hollywood. This airport 
was very convenient to people in the movie industry and 
major stars and their supporting casts flew the discount 
airline. A host of other movie and television stars who flew 
PSA included Jerry Lewis, Milton Berle, Bing Crosby, Bob 
Hope, Dick Van Dyke, Gregory Peck, Nina Foch, and 
others. Knowledge of such famous people flying the 
discounter helped PSA attract a growing number of 
passengers. 164 


Frequent and On-time Service 


While PSA gained a lot of attention due to the startling and 
revealing uniform of their stewardesses and the elite who 
flew the discount airline, a more critical aspect of the 
discounter’s success was its frequent flights and reliable 
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service. After all, that is what most flyers are looking for 
and the rest are frills. PSA, over its first 15 years of rapid 
growth, attracted many customers because of its punctual 
departures, often arriving at its destination ahead of 
schedule. It provided hourly service between major cities 
in California including San Diego, Los Angeles, and San 
Francisco. Over the years, PSA regularly upgraded its 
airplanes from second-hand military prop engine air- 
planes to turbojets and then on to fleets of the most 
modern jet aircraft. Management made it a primary goal 
to provide frequent, fast, and on-time service that busi- 
ness travelers and general flying public could rely upon. 
In less than an hour, passengers could fly from San Diego 
to San Francisco. 165 
PSA’s success formula included: 


. Highly reliable service 

Low fares 

. Frequent flights 

. A good safety record 

. Attractive and friendly stewardesses 


ok ON 


PSA also provided flights to more cities in California 
than any other airline. 


SW AIRLINES STRATEGY: THE PACIFIC SOUTHWEST AIRLINES MODEL 


Rowland King, a financial investor, and Lamar Muse, 
president elect of SW in Texas, met with PSA president 
J. Floyd Andrews and his other officers in 1969, indicating 
they were aware that PSA had been in business for 20 
years in California and had been quite successful. The 
reason for their visit was to ask for help to start a similar 
intra-state discount airline in Texas. King and Muse said 
that they knew nothing about operating an airline, but felt 
that their marketing opportunities were similar: to pro- 
vide discount airline service between major cities a few 
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hundred miles from each other. They were interested in 
learning how PSA competed so successfully with the major 
airlines. Andrews was impressed with the Texans and 
requested that his officers and directors hold nothing back 
and explain everything that PSA did.!® 

SW subsequently sent its Chief Attorney, Herb Kelleher, 
and other officers to study every aspect of the flourishing 
PSA airline and the two airlines’ relationship continued 
to grow. PSA agreed to sell SW its pilots’ uniforms, train 
its pilots to fly Boeing 737s, sell uniforms for flight atten- 
dants, and train them. SW also studied the nature of PSA’s 
marketing and finance departments and was so impressed 
with what it learned that it literally used PSA operating 
manuals and simply replaced PSA’s name with SW. SW 
also tried to make arrangements to buy three of PSA’s 
Boeing 737s in exchange for part ownership in the new 
airline. Unfortunately, they could not reach an agreement 
on some details, so instead leased SW one airplane on 
June 2, 1971, putting it into service on June 18, 1971. 
Thus, when SW began flying between three cities in 
Texas, 23 years after PSA had started, the Texas discount 
airline was closely emulating PSA’s operating style. !®” 

The irony is that SW, which was modeled after PSA, has 
been a big success, while PSA was forced to sell its 
business in the mid-1980s to US Airways. What SW did 
was to “keep the formula simple.” The Texas discount 
airline flew one type of aircraft to cities located several 
hundred miles apart, landing and taking off from lower- 
cost secondary airports, and providing fliers the lowest 
airfares. Over time, SW expanded from Texas to nearby 
states on to the West Coast, back to the upper Midwest, 
and then on to the Northeast. The saying “that if it works, 
then don’t mess with it” applies in the case of SW. It has 
consistently had near to or the lowest cost-per-seat mile 
flown in the airline industry. SW may not be fancy, but 
continues to provide reliable discount airline service to 
an increasing number of fliers in the United States. 
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CLoup ovER Paciric SW’s FUTURE 


The best years for PSA were from the late 1960s to the 
early 1970s. As can be seen in Figure 5.1, the number of 
passengers flown increased from one million in 1962 to 
6.4 million in 1972—an increase of over 500 percent. Eight 
years later, air traffic had not increased at all. Figure 5.2 
shows how PSA’s profit soared from 1962 to 1972, climbing 
from $1.4 million to $5.6 million—an increase of more 


Figure 5.1: Soaring Number of Passengers Fly Pacific Southwest Airlines 
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Figure 5.2: Rapidly Increasing Profits of Pacific Southwest Airlines 
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than 300 percent. In fact, the profit of $1.4 million in 1962 
was close to the total amount the discount airline had 
earned since it started flying up to 1961. During its boom 
period from 1962 through 1972, PSA rapidly expanded 
service from primarily serving San Diego, Los Angeles, 
and San Francisco, to providing service to six other cities 
in California. It was so successful that it had more than 
50 percent market share in the state in 1972. 
Unfortunately, PSA was hit hard during the remainder 
of the 1970s and early 1980s (it was sold to US Airways in 
the mid- 1980s). The airline’s problems were largely of its 
own doing, though some of them were beyond its control. 


Fiy/Drive/SLEEP PROGRAM 


Andrews and the board of directors were convinced that 
the public wanted more than PSA’s discount airline ser- 
vice. In 1967 they devised a Fly/Drive/Sleep program that 
entailed PSA to: (a) fly people; (b) rent cars; (c) provide hotel 
accommodation. 

The first phase of the expansion program was initiated 
in 1968, when PSA bought a small car rental company 
called ValCar. The new PSA car rental business expanded 
rapidly and soon became one of the largest discount car 
rental agencies in the country. It leased top-of-the-line 
automobiles for at least 15 percent less than traditional 
auto-leasing companies. Car rental operations were es- 
tablished in most of the major cities PSA served in Cali- 
fornia and in 1969 it had nearly 2,000 cars to lease. 168 

ValCar sales increased from $2.4 million in 1969 to $5.8 
million in 1970. Unfortunately, ValCar employees did not 
develop the kind of friendly customer service for which 
PSA was known. Analysis of the automobile rental busi- 
ness showed that while employees were efficient, they did 
not develop a friendly and close relationship with custom- 
ers. During 1970 ValCar lost almost $1 million. An eco- 
nomic slowdown, higher cost of new cars, increase in 
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automobile insurance, and a weaker used-car market 
contributed to the huge losses. The outlook was bleak for 
the car-rental business, and as a result, ValCar was shut 
down in October 1971.19 

In 1969, as ValCar was being launched, the “sleep” 
portion of the program was also put into motion. In Sep- 
tember, PSA purchased the Islandia Hotel on Mission Bay 
in San Diego. Then in November, it obtained leasing 
rights to the 475-room San Francisco Hotel adjacent to the 
Civic Center in San Francisco. Plans were made to re- 
model Islandia Hotel and increase the number of rooms 
from 105 to 266, and also add a convention center and a 
new marina. Coupled with reconstruction of the Islandia 
Hotel, in 1971 the hotel subsidiary lost $400,000 on 
revenues of $3.2 million. Even with this loss, PSA decided 
to proceed to modernize the San Francisco Hotel. It had 
been built in the early 1900s, and even though it had been 
renovated a few times it needed major improvements. The 
hotel was adjacent to the Bay Area Transit station and 
therefore attractive to the general public. With a spar- 
kling lobby and new rooms, the airline expected the hotel 
to make money.!”° 

PSA’s hotel operation continued to grow in 1972 and 
1973. It opened new hotels and completed the renovation 
and expansion of its first two hotels. In addition, PSA took 
over the Queen Mary, berthed in Long Beach Harbor in 
January 1973, and opened 400 rooms located on the three 
decks of the ship. In 1972, PSA’s hotel operation lost 
nearly $600,000 on revenues of almost $3 million. Losses 
soared further in 1973 to more than $2 million on rev- 
enues of $6.76 million. The money-losing hotel venture 
was leased to Hyatt in 1974 and later divested. PSA also 
diversified into the radio business, believing that this 
initiative would provide exposure to the public and help 
build the airline’s image and business. The radio subsid- 
iary incurred a loss of $420,000 on revenues of $816,000 
during 1973 and was sold off at the end of 1974.!7! 
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THE LockHEED L-1011 TriStar Fiasco 


As PSA’s management was always looking for ways to 
reduce its flying costs and provide faster service, the 
discounter regularly purchased new aircraft. PSA man- 
agement became enamored of the possibility of flying 300 
passengers per flight between its major destinations. The 
Lockheed TriStar carried 50 percent more passengers 
than the older Boeing aircraft which they intended to 
replace. They also expected this replacement to give PSA 
a further cost advantage over the competition. Thus, PSA 
ordered two L-1011s in December 1972 and began flying 
the new three-engine, high-capacity aircraft in August 
1974. The two TriStars were used to fly between San 
Francisco, Los Angeles, Sacramento, and Burbank, where 
new boarding gates were constructed to handle the larger 
airplane. However, eight months later the two TriStars 
were removed from service and parked in the desert in 
the dry climate of Arizona. 172 

The economic recession reduced demand for flying and 
the Federal government reduced fuel supply. These fac- 
tors doomed the future of the L-1011 TriStar. In addition, 
PSA’s management failed to anticipate problems associ- 
ated with the large aircraft. According to Scott Newhall, 
who shuttled back and forth for the Chronicle newspaper, 
it took nearly as much time to board and deplane passen- 
gers as it did to fly between Los Angeles and San Francisco. 
According to the newspaper writer, “The L-1011 was a fine 
plane to fly them between California and Czechoslovakia, 
but for the commuter run it was too big.” Not only were the 
two TriStars stored in the desert, but PSA was also forced 
to cancel its order for three more of the same aircraft. 
During 1975, PSA reported an after-tax loss of $16.7 
million (in comparison to a profit of $1.6 million the 
previous year) which was the first loss since the airline 
went public in 1963. Disposing the two aircraft and can- 
celing the order for three more planes was responsible for 
$7.89 million of the loss.!73 
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PACIFIC SOUTHWEST HAS A MAJOR AIRLINE COLLISION 


PSA had a perfect safety record for 29 years from the time 
it was founded in 1949 and it was considered a very safe 
airline. But a major tragedy occurred on September 25, 
1978, when a Boeing 727-200 was on a visual approach 
to landing at Lindbergh Airport in San Diego. The control 
tower warned the cockpit crew that a small Cessna 172 
was climbing for take off and was at an altitude of 1,400 
feet. Both PSA pilots and the pilot of the Cessna acknow- 
ledge having each other in sight. Nonetheless, at 9 a.m. 
the two planes collided about three miles northeast of 
Lindbergh Field. The Cessna, flown by a student pilot with 
an instructor, slammed into the underside of the right 
wing of the declining PSA airplane. Both planes crashed 
into a neighborhood and exploded. All 135 people on board 
the PSA airplane were killed as also the two persons in 
the Cessna. Twenty-six houses were damaged or de- 
stroyed, and seven people on the ground were killed. This 
crash had a demoralizing impact on PSA’s flight crew and 
passengers.!74 


Some Good News—and more Bad News 


Clearly, PSA had more than its share of problems during 
the mid-1970s. From 1973 through 1977, its profits were 
sharply lower than they had been in the past 12 years. The 
California Public Utility Commission (CPUC) had refused 
to permit PSA to expand its services to new cities in 
California since the early 1970s. Instead, the CPUC fa- 
vored Air California, which was steadily losing money. 
However, with airline deregulation in 1978, PSA began to 
provide discount airline service from California to several 
cities in nearby states, and even to international desti- 
nations. In December 1978, it began flying from California 
to Las Vegas and Reno in Nevada, both popular gambling 
centers. Then in March 1979, it started flying to Phoenix, 
and in November it started service to Salt Lake City. The 
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airline’s friendly and courteous service, combined with 
low fares, resulted in positive customer response and good 
press coverage. PSA also started flying internationally, 
and in 1980 commenced flights to Mazatlan and Puerto 
Vallerta in Mexico.!75 From 1978 through 1983, PSA started 
service to 14 cities outside of California. The growing 
number of destinations served contributed to a major 
boost in profit in the late 1970s and early 1980s. From 
1978 through 1982, PSA earned an average of $18 million 
a year, while it had low or negative profit from 1973 
through 1977, when it was not permitted to fly new routes 
in California and to cities in nearby states. 

While PSA was benefiting from flying to destinations in 
other states and internationally, the bad news was that 
PSA pilots went on strike on September 25, 1980. This was 
the first major strike in the history of the airline, and for 
52 days PSA was completely shut down. Every plane was 
grounded and all flights were canceled while 3,000 em- 
ployees were placed on leave. The pilots called the strike 
due to working conditions, pay level, and reduction in 
number of flights. They demanded pay increases of $100 
million. Since the airline had only earned $23 million 
during 1979 and profits were hurt by skyrocketing fuel 
prices not expected to abate, management could not come 
to an agreement with the pilots. Lawyers representing the 
striking pilots said the airline could take a bank loan, but 
PSA said that was not feasible and was not going to happen. 
The striking pilots obtained only a few concessions. For- 
tunately, the strike occurred during the off-peak time of 
the year. Passenger count dropped from 8.6 million in 
1979 to 6.1 million in 1980 and profits declined to $12.6 
million compared to $23 the previous year.!’° However, 
there was good news toward the end of the year when PSA 
became the first airline to start flying the 153-seat Super 
90. This was the “Quietest Commercial Jetliner” and it 
was 30 percent more fuel-efficient than the Boeing 727s 
it replaced.!77 
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PSA had nearly recovered from the impact of the first 
strike when it was it hit by a second strike in 1981. The 
Professional Air Traffic Controllers (PATCO), a union 
consisting of men and women who direct air traffic and 
maintain safety, went on strike over wages and working 
conditions. President Reagan subsequently fired them, 
and this led to a personnel shortage causing the Federal 
Aviation Commission to order a large reduction in flights. 
According to PSA’s Barkley, “We got depeaked. We had a 
lot of flights at 5:00 p.m. Because of the strike, the FAA 
limited the number of flights and made us spread our 
flights over the entire day.” This was a disaster for PSA 
since it catered to business people who regularly flew up 
and down the coast. Furthermore, Barkley explained that 
the major airlines started what he calls “the crowding-out 
theory” which involved flying old airplanes while buying 
new ones and rapidly expanding. The major airlines gobbled 
up airport gates and saturated markets where there was 
limited business. Barkley indicated that the new game in 
town was: “I don’t want it and I don’t need it, but I'll take 
it before anybody else gets it.”!78 


DEREGULATION HERALDS BEGINNING OF “FREE For ALL BATTLE” 


PSA began rapidly expanding service, flying from California 
to nearby states beginning in 1978, which initially in- 
creased profits. The airline had been stymied for a number 
of years in adding new routes in California which was 
contributing to PSA’s abortive diversification effort. The 
first few years following deregulation, PSA reported record 
earnings from the growing number of routes it served. 
However, the established major airlines saw California as 
a rich underserved market and many began expanded 
flights in the state. While PSA reported record profits in the 
first few years following deregulation, a number of major 
airlines began flying in California, leading to intensified 
competition which began to take its toll.!79 
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During 1981, increased competition coupled with re- 
cession affected the airline’s operations, which lost $17 
million (although it did report an overall profit due to its 
profitable subsidiaries and sales of aircraft). United intro- 
duced a special subsidiary targeted at PSA and matched 
the discounter’s prices. The economic recession conti- 
nued throughout 1982, and with still more competition 
from the major airlines, PSA reported a loss for the second 
year in a row. While the discounter had record passenger 
revenues in 1983, it reported a net loss of $9.3 million 
during the year. Due to its worsening financial condition, 
in 1984 PSA was able to obtain a 15 percent cut in wages. 
In turn, it established a 25 percent profit-sharing program 
for its employees. Nonetheless, PSA, as well as its pro- 
fitable subsidiaries, reported a profit of $2.2 million in 
1984. This was down from a peak of more than $20 million 
a year in the early days following deregulation in 1978 
when the airline was rapidly expanding. The turf battle 
continued during 1985, and PSA experienced more com- 
petition from new low-cost airlines as well as from estab- 
lished major airlines. PSA’s airline division lost $648,000 
during 1985, which resulted in four straight years of 
losses, while its subsidiaries continued to make money. !®° 


PSA Purchases part of Bankrupt Braniff Airways 


Merger mania was sweeping the airline industry by 1986. 
With all the new competition and financial problems, PSA 
tried to expand through buying part of another airline. It 
signed an agreement in late 1982 with the bankrupt 
Braniff Airways to purchase its hub operation in Dallas- 
Fort Worth Regional Airport. The agreement called for PSA 
to purchase 30 Braniff Boeing 727s which would operate 
from its hub in Dallas. The airplanes would be repainted 
and decorated as PSA airplanes and serve 16 new cities 
beginning late in the spring of 1983. But the agreement 
was abandoned in early 1983 when PSA could not reach 
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an agreement with Braniff on what to pay for the 
airplanes. '8! 


With its Back to the Wall, PSA Agrees to be Bought 


Over the years, the owners of PSA had sworn they would 
never sell the airline. In 1984, CEO Barkley firmly stated 
that PSA could make it on its own “and I mean it.” But 
merger mania was sweeping the country and PSA losses 
over the past four years were pushing the airline into 
a corner from which it had little chance of recover- 
ing. Smaller airlines that PSA had driven out of 
business merged with larger airlines and returned with 
vengeance. !82 

Republic Airlines, which PSA had driven out of major 
western markets, merged with Northwest Orient—an 
airline with strong financial resources—and decided to 
retake the West. The same happened when Delta Air 
Lines purchased Western Airlines, the airline PSA had 
driven out of its territory. Delta, like PSA, was a short-haul 
specialist, and it helped Western Airlines to devise a 
strategy to regain its territory in California. Similarly, 
Continental Airlines purchased the Denver-based Fron- 
tier Airline. This made Denver an unfriendly airport to the 
grinning discount airline. Another big challenge to PSA 
was American Airlines’ purchase of AirCal in November 
1986. Given its advanced computer system, American/ 
AirCal was able to battle PSA on its North/South flights 
along the coast—its prized turf. 18° 

Faced with its profitability problem and new competi- 
tion, CEO Barkley said, “It was inevitable we would have 
survival problems and we would be bought.” Large carriers 
eyeing the huge California market had two choices. They 
could either spend billions on purchasing new aircraft for 
the already heavily saturated West Coast market, or they 
could buy one of the remaining regional carriers, which 
already had $1 billion of airplanes and facilities, as well 
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as increasingly important landing slots. The choice was 
obvious. Within an hour of the announcement of one of 
the major airlines’ purchase of a West coast carrier, PSA 
received a call from another major airline. Shortly there- 
after, it was announced that PSA, once the largest Cali- 
fornia airline, was being sold to US Airways. Bonnie 
Johnson, a 27-year veteran of the accounting department, 
said “When the planes are painted and the smile is no 
more, it will be a sad day for California and a sad day for 
me. But things go on. US Airways is a good company.” 
Founder and former CEO Andrews was distraught that the 
airline he had nurtured was no more, and said it was “like 
pulling out my arm and beating me with a bloody stump.” 184 


Requiem for a Dream 


Even though it is no longer in business, there is no 
question that California’s PSA had a major impact on the 
airline industry. It has been properly credited for helping 
to create the discount airline business that experienced 
many challenges in its early days. PSA proved there was 
a large market for quality discount airline service, even 
while the United States was dominated by major high- 
cost, full-service airlines. Had PSA not openly shared its 
operating strategy and working manuals with SW, would 
the Texas discounter have got off the ground and become 
so successful? Furthermore, over the first decade follow- 
ing airline deregulation in 1978, SW was the only success- 
ful discount airline. 

SW, discussed in Chapter six, adopted the fundamental 
operating procedures used by PSA. While the major air- 
lines tried to drive PSA out of business, the low-cost 
formula worked so well that the major airlines have 
largely ignored SW, allowing the discount airline to expand 
over much of the country. Furthermore, SW developed a 
“point-to-point system” that involved flying shorter routes 
directly from one city to another, in contrast to the major 
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airline’s hub-and-spoke system where its subsidiaries 
flew passengers to major cities and on to another. Major 
airline executives have openly stated that they cannot 
compete with SW, whose success helped spawn other 
successful discount airlines so that today the vast major- 
ity of the flying public has an alternative to flying the 
major airlines and paying their high fares. 


& Southwest Airlines: 
Deregulation’s Biggest 
Success Story 


Chapter 


SOUTHWEST IS the most successful discount airline, 
consistently profitable for 32 years, and new discount 
airlines have been modeled after it. From its humble 
beginnings flying a few airplanes serving three cities in 
Texas, SW now competes with the major full-service 
airlines in most states across the country. It also flies 
more passengers than any other airline. SW’s discount 
operation was copied from Pacific Southwest Airlines 
(PSA) in California, which no longer exists. The die-hard 
spirit and perseverance of everyone involved with run- 
ning and managing SW is what made this airline ex- 
tremely successful. 

It all began as what appeared to be a hare-brained 
scheme by Rollin King, a Texas entrepreneur who oper- 
ated a small commuter airline. In the mid-1960s, King 
had been studying the success of the point-to-point model 
of PSA in California. He began to think that if PSA could 
establish a successful discount airline in California, then 
why could they not do the same in Texas? After discussing 
the idea with his banker, King began to envision a new 
discount airline that would provide service between Dal- 
las, Houston, and San Antonio—which later became known 
as the Golden Triangle in Texas. These three cities 
represented a large underserved market that commuters 
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used to drive to because of the high airfares of the major 
airlines. Looking back today, providing service between 
the three Texas Triangle cities does not appear extraor- 
dinary, but given the humble beginning of SW, it was quite 
a unique business move for the time.!® 

Prior to deregulation in 1978, SW operated solely in 
Texas, learning not just how to make money but, more 
importantly, how to survive. The climate of the airline 
industry during the 1970s was such that small airlines 
like SW were forced to find ways to keep from getting 
squashed by the major carriers of the time. SW only 
served routes in Texas that kept the airline from being 
regulated by the CAB. The CAB regulated the fares of the 
major airlines and required that the airlines charge the 
same fares for routes with different distance also, fare 
discounting was not allowed. However, the Texas Aero- 
nautical Commission (TAC) regulated SW and provided a 
high degree of flexibility, both in pricing and in the nature 
of its operation. The TAC provided SW the flexibility it 
needed to overcome the difficulties faced in building a 
successful intra-state discount airline—the same air- 
line that became a nemesis to the major airlines after 
deregulation. 


HERB KELLEHER—THE GUIDING LIGHT OF SW 


From the very beginning, Herb Kelleher was the driving 
force that made SW what it is today. As one of the original 
founders of SW, Kelleher is a true fighter determined to 
succeed, no matter how hopeless things may appear. In 
his own words, Kelleher is a born revolutionary. He said, 
“I love battles. I think it’s part of the Irish in me ... I’ve 
never gotten tired of fighting.” !°° His perseverance, flam- 
boyant attitude, and sheer will-power truly define Kelleher 
as a leader who simply does not know how to quit. More- 
over, it is this underlying resolve which has left a lasting 
impression on the entire culture of SW. 
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Kelleher graduated from law school and became a prac- 
ticing attorney in San Antonio, Texas. In 1966, he met 
Rollin King, and after a few drinks, King sketched out a 
plan to create a new discount airline on the back of a 
cocktail napkin. It would be a three-route triangular 
airline flying between Dallas, Houston, and San Antonio. 
Kelleher’s initial response was that the idea was absurd. 
Starting such an airline would mean getting into a head- 
to-head competition with the other entrenched major 
Texas carriers. Nonetheless, they forged ahead to create 
the new discount airline. Kelleher made a small personal 
investment of $10,000 in the venture, and his share in 
SW is now worth over $200 million. Acting as legal counsel 
for the new airline, Kelleher filed the articles of incorpo- 
ration on March 15, 1967. This began an enduring series 
of restraining orders and appeals that dragged on for more 
than four years as Herb Kelleher vehemently fought his 
way through the courts for the right to get SW flying. 187-188 

During the four-year span prior to beginning air ser- 
vice, these two entrenched carriers sought to protect their 
market in Texas by every means possible. SW found itself 
involved in battle after battle and case after case. SW filed 
for permission from the easily accessible Texas Aeronau- 
tical Commission to begin flying and soon was granted 
permission. However, the very next day a state district 
court issued a restraining order to stop the airline from 
beginning service. The long legal battle was well under- 
way. SW filed an appeal to lift this restraining order, but 
the order was initially upheld. However, the Texas Su- 
preme Court overturned the restraining order. Braniff, 
Texas International, and Continental took their request 
for a restraining order to the US Supreme Court, but were 
turned away when the court ultimately refused to hear the 
appeal. Next, Braniff and Texas International petitioned 
the CAB to issue a restraining order, but this effort too was 
unsuccessful. 
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Two days before SW’s first scheduled flight, the same 
two major airlines convinced an Austin judge to issue a 
restraining order against SW. Kelleher had had enough— 
before he left Dallas to seek relief from the Texas Supreme 
Court, he told Lamar Muse, then CEO of SW, to proceed 
with the inaugural flight no matter what. Muse asked 
what to do if the Sheriff showed up and tried to stop the 
flight. Kelleher advised him to “leave tire tracks on his 
shirt. We’re going come hell or high water.” Fortunately, 
Kelleher again found relief from the Texas Supreme Court 
the day before the inaugural flight. Finally on June 18, 
1971, SW took to the sky for the very first time. However, 
soon Kelleher would once again find himself inside the 
courtroom. These hard-fought battles paved the way for 
Kelleher and the other founders to develop a strong pas- 
sion for the start-up airline, which in turn affected how 
the SW culture came to be. 189 

Kelleher was adamant about pioneering unique ways of 
taking care of his people, including both customers and 
employees. It is this innovative spirit that helped SW win 
a heated fare war that broke out in early 1973 against 
Braniff. Attempting to increase passengers on flights 
between San Antonio and Dallas, SW cut the normal $26 
fare in half to $13, and a week later, Braniff retaliated by 
cutting its price on the lucrative Dallas-to-Houston route 
in half, from $26 to a mere $13. An obvious game of 
predatory pricing had begun as Kelleher knew Braniff was 
not planning to maintain the low fares as they had dubbed 
them special “get acquainted” prices. To match the fares 
would have led SW into bankruptcy. Instead, Kelleher and 
his gang did something unique—or in other words, they 
did it the SW way. They decided to offer the customer a 
choice, take the flight at the cheap $13 price or pay the 
regular $26 dollar fare and receive a free bottle of liquor. 
Amazingly, the idea was a hit and the two-page ads that 
read “Nobody’s going to shoot SW out of the sky for a lousy 
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$13” worked like a charm as 76 percent of SW passengers 
initially paid the higher fare.!9° 

Kelleher knew that for SW to deliver exceptional cus- 
tomer service it needed good people, and once those people 
were in place, he understood the importance of taking 
care of them. Reflecting on this idea in 2001, Kelleher 
commented, “You have to treat your employees like your 
customers. When you treat them right, then they will 
treat your outside customers right.”!9! This simple con- 
cept has become a defining characteristic of SW’s culture 
and certainly represented a major competitive advantage 
for the new airline. To maintain this advantage, Kelleher 
ensured that the “people always come first.” He points out 
“Nothing kills your company’s culture like layoffs. Nobody 
has ever been furloughed here, and that is unprecedented 
in the airline industry.”!92 Through his relentless drive 
and unwavering commitment to both customers and 
employees, Kelleher has become a leader of almost mythi- 
cal proportions, one who put in place the necessary com- 
ponents that have enabled SW to attain the success it 
continues to enjoy to this day. 


THE SW Puitosopuy: MAKING FLYING A FUN EXPERIENCE 


The question on everybody’s mind is “what exactly is it 
about SW that all these people are buying into?” The 
answer is not difficult to determine; almost everyone who 
has interacted with the company has become a true 
believer in the SW philosophy. And, in the end, this cult- 
like mindset really boils down to just two factors, the first 
of which is good planning with well thought-out processes. 
Ultimately, however, these processes are organized and 
put into action by the second factor, which is people 
helping people. The latter of these two has been in place 
since the onset of SW’s operations as Kelleher set and 
enforced that standard through the various positions he 
held while working with the airline. 
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One of the driving forces for most SW employees is a 
culture that not only inspires employees to have fun while 
doing their jobs, but also demands it. This attitude truly 
comes to life as pilots and flight attendants are notorious 
for cracking jokes while making the required safety 
announcements. In the early years, SW wanted to stand 
out, so they dressed the stewardesses in brightly colored 
hot pants and high-heeled go-go boots.!%° The gimmick 
was to help customers feel more comfortable while flying 
on SW, and the sexily-styled uniforms kept the flight 
attendants from acting too serious or stuffy. Everything 
revolved around working together to improve customer 
service and flying enjoyment. However, as soon as the 
flight attendants began to feel silly and out-of-date in their 
hot pants, management immediately provided an alterna- 
tive: a wrap-around skirt. This sort of teamwork that 
occurs between management and employees at SW, and 
its willingness to adjust to each other’s needs, is a hall- 
mark of the airline. 

The team atmosphere that Kelleher and other mana- 
gers have been able to accomplish is nothing short of 
extraordinary in the context of an airline, especially since 
SW is almost 80 percent unionized.!% It is not uncommon 
to see a pilot helping to load luggage or a stewardess 
stopping to pick up trash in the terminal. These are 
certainly not duties listed in their job descriptions; in- 
stead, these are motivated employees willing to do what 
it takes to get a job done while providing the best possible 
quality service. A good illustration of this service came in 
January 1995 when the pilots’ union willingly signed a 10- 
year contract, and agreed to freeze their wages for the first 
five years in return for stock options.!9° These types of 
concessions from employees only come about when they 
trust the leadership at the top to treat them fairly and take 
care of them in times of need. This “people-helping- 
people” concept seems to grow stronger every day, rein- 
forcing the overall SW philosophy. 
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Be LEAN, DISCOUNT AND RESPOND QUICKLY 


Without a well-orchestrated plan of attack, even the most 
dedicated employees with the best of intentions will come 
up short. This is where the initial guiding principles that 
Kelleher instilled so many years ago have become one 
of the airline’s greatest advantages, representing the 
process-driven side of the SW philosophy. The underlying 
principle of this philosophy is the simplicity and flexibility 
of the business model which has allowed SW to remain 
lean and provide customers considerably lower fares than 
the major airlines. 

This flexibility has proven invaluable at times, espe- 
cially when SW has been able to move quickly to take 
advantage of opportunities created by the ever-changing 
landscape of the airline industry. One such example was 
SW’s unexpected expansion into the California market. 
American Airlines and US Airways pulled out of multiple 
California cities at one point, and instead of wasting time 
thinking about it, SW simply reacted. Kelleher put his 
people into action, snatching up the abandoned gates and 
then quickly purchasing new airplanes.!°° Where larger 
or more structured airlines have to deal with internal 
bureaucracy and hierarchical politics, SW is able to keep 
it simple and adapt to the situation at hand. 

The motto at SW is “keep it simple,” exemplified in 
many of the day-to-day operations of the airline. For 
instance, SW does not offer assigned seating. A passenger 
with a ticket does have a reserved seat, but no guarantee 
as to which seat he/she may get. Passengers are boarded 
on a first-come-first-serve basis in groups of 30. Better 
still, until recent security measures forced them to change, 
SW had specially colored plastic reusable boarding passes 
and had never instituted any form of paper ticketing. 
These measures helped instill efficiencies throughout 
the system, which saved time and ultimately bolstered 
the bottom line for SW.!97 
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There are other factors also that have contributed to 
SW’s efficiency and low cost. It is the management’s 
philosophy of keeping debt to a minimum and reviewing 
the overall cost structure on a continuous basis. In keep- 
ing the balance sheet clear of unnecessary debt, SW has 
avoided the pitfalls of overreaching on its obligations. The 
airline flies one type of aircraft, the Boeing 700 series, 
which reduces training, spare parts, and overhaul costs. !%° 

SW’s commitment to the low-cost, point-to-point strat- 
egy helped the discounter to maintain a high level of 
efficiency. In contrast, the major airlines built up central- 
ized hubs, funneling passengers into big cities in order 
to fill up huge aircrafts for long-haul flights. This created 
an inherently high-cost system of flying. SW also concen- 
trates on short-haul routes and carries, on an average, 
less than 100 passengers per flight. This emphasis stresses 
the high frequency and low fares based on the point-to- 
point model it employs.!¥9 All this is put into practice by 
“people helping people’—the principal SW philosophy. 
Furthermore, for the most part, SW flies to secondary, 
instead of major, airports. There are two primary advan- 
tages of its point-to-point system of flying to secondary 
airports. For one, the cost of landing and take-off is lower 
at the smaller airports and results in substantial savings. 
Second, landing and take-off times are less at the smaller 
airports. This permits SW to keep its airplanes flying more 
hours per day than the major airlines, and is a further 
factor contributing to its lower cost and prices. 


SW EMERGES FROM DEREGULATION AND NEVER Looks BACK 


With the passing of the Airline Deregulation Act in Octo- 
ber 1978, the entire airline industry was poised to change. 
In theory, airlines would no longer operate as huge utility 
providers with government-controlled pricing. Instead, 
the industry was to become a model of economic efficiency 
with full-scale competition driving down prices. 
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As the CAB relinquished its authority over ticket pric- 
ing, SW knew it was time to spread its cheap fares outside 
the borders of Texas. In 1979, SW did just that and began 
an expansion effort that 28 years later in 2006 has the 
airline flying to 61 cities in 32 states.2°° This expansion 
effort started with a single route outside of Texas in 1979 
when service was offered between Dallas and New Or- 
leans, hallmarking SW as an interstate airline.2°! The 
next few years brought further growth, and in 1980, SW 
was servicing the neighboring states of New Mexico and 
Oklahoma.?°” Pressing further westward, SW started fly- 
ing to Phoenix, Arizona, as well as Las Vegas, Nevada, and 
by early 1982 reached its first destination in California 
by servicing San Diego.?°% 

However, the airline remained “geographically shack- 
led” by its position in Love Field and its implications under 
the Wright Amendment. The Wright Amendment was 
instituted in 1979, immediately after SW’s first interstate 
route was added, but its entire creation is tied to the 
history of SW’s “home” airport at Love Field. 

Love Field was purchased by the city of Dallas from the 
Army in 1928 for $350,000. However, in 1968, Dallas and 
Fort Worth responded to pressure from the Federal govern- 
ment and agreed to build a regional airport to replace Love 
Field. The existing airlines at the time all agreed to move 
to the new airport. When SW commenced its intra-state 
operations in 1971, it did so from Love Field and, not being 
a party to the previously mentioned agreement, chose to 
keep Love Field as its headquarters airport when the new 
one opened in 1972. This action prompted the cities of 
Dallas and Fort Worth, as well as the Dallas-Fort Worth 
Airport Board, to sue SW. 

After a long appellate process, the Federal courts al- 
lowed SW to continue intra-state operations from Love 
Field. Unfortunately for SW, its battle was far from over. 
With the passage of the Airline Deregulation Act in 1978, 
many new markets were opened to the start-up airline. 
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However, 1979 brought the announcement of SW’s first 
interstate flight to New Orleans and Dallas-Fort Worth 
Airport, and the cities of Dallas and Fort Worth tried 
another avenue to block the growth of SW. To do this, they 
turned to US House Leader, Jim Wright. He subsequently 
passed the Wright Amendment to the International Air 
Transportation Competition Act of 1979 which effectively 
restricted interstate air service to and from Love field to 
the states of Louisiana, Arkansas, Oklahoma, and New 
Mexico. Later, Alabama, Mississippi, and Kansas were 
added to the list of restricted cities. 

This amendment seriously limited SW’s interstate 
expansion from Love Field and shaped its development as 
a whole. It meant that if SW wanted to expand, then it 
would either have to hop from Love Field to another of its 
Texas markets and then on to its final destination, or it 
would expand only within a predefined set of states. It also 
protected DFW Airport and the airlines serving it, allowing 
those airlines to charge higher fares and be safe from the 
brutality of low-fare competition. This bubble of higher 
fares in and out of Dallas was so widely felt that, in 2004, 
Tennessee introduced legislation to open Tennessee 
markets to Love Field. SW currently denounces the Wright 
Amendment as outdated and anti-competitive. These 
developments are discussed later in this chapter. 

In the early days after deregulation, SW was still the 
small fish in a very big pond. On paper, the discount airline 
had the ability to fly anywhere at any price, but as the 
industry wavered and competitive forces came to bear, SW 
was often forced into an absolute game of hardball. One 
such instance of industry disruption came on August 3, 
1981 when 12,000 union members of the Professional Air 
Traffic Controllers Organization (PATCO) went on strike, 
causing the FAA to step in and limit the number of flights 
allowed in and out of most airports. Carriers would partici- 
pate in a bi-monthly drawing for available slots and then 
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trade with each other as they saw fit.2°4 Kelleher put the 
situation in perspective: 


It was a huge crisis. Whether or not you got the right to fly 
your new airplanes was determined by a lottery in Washing- 
ton. We were actually picking Ping-Pong balls—like a bingo 
game—out of a big container. We had new airplanes coming 
in, and airplanes don’t do very well if you just put them 
against the fence and plant geraniums in them.? 


It is situations like these that stretched the innovation 
and flexibility factor of the SW philosophy. Being a lawyer 
by profession, Kelleher knew something had to be done, 
so remaining ever mindful of the law, he found a creative 
way to play within the system and get his planes in the 
air. 

During this time, it seemed that new airlines were 
afforded preference in assigning available slots. To take 
advantage of this, SW used a non-operating subsidiary 
called Midway SW Airlines to draw in a preferred position, 
and then simply transferred the slots from Midway to the 
parent firm, SW. Of course, when the FAA realized what 
SW was doing, they changed the rule so that only operating 
airlines could participate in the lotteries. Not to be beaten 
that easily, Kelleher sold the subsidiary to a one-plane 
airline, making Midway operational. The owner of the 
airline would get the slots and transfer them to SW.?°° 297 
This was certainly not what the FAA administrators in 
Washington had intended, but it was legal and truly rep- 
resentative of the “never-quit” attitude instilled at SW 
from those early court battles of the 1960s and 1970s. 

The decade of the 1980s was a real roller-coaster ride 
for SW beginning with the shaky situation created by the 
air traffic controllers’ strike that lasted until the end of 
1982. After Kelleher fought his way through that battle, 
SW enjoyed several years of rapid expansion and favorable 
dealings. In 1984, again following the SW philosophy, the 
airline was able to reap huge concessions in employee 
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wages in exchange for a profit-sharing plan. This plan was 
not just for show either; it effectively provided a 13 percent 
ownership stake back to SW personnel.?°° Kelleher felt 
that if the employees actually owned a piece of the airline, 
no matter how small, this would provide the incentive to 
push everyone to increase their personal output for SW. 
These happy employees fueled further expansion in the 
mid-1980s. Although it would eventually leave the con- 
gested Stapleton airport, SW began serving Denver in 
1984.2°9 Then, in 1985, SW spread to St Louis, Missouri, 
and Midway Airport in Chicago.?!° 

This aggressive expansion program would come back to 
haunt SW when it purchased a small-time competitor 
called Muse Air. As the brainchild of Lamar Muse, a former 
CEO of SW, Muse Air was rumored to have been created 
solely for the purpose of opposing SW and was even called 
Revenge Air by many. In its short four years of existence, 
Muse Air never turned in an operating profit, so as the 
airline was on the verge of collapse, Kelleher stepped in 
and bought the failing operation. Muse Air was structured 
as a direct competitor to SW in Texas, and the expanding 
western markets actually offered what appeared to be a 
good entrance for SW into the Florida markets. On the 
face, the deal seemed like a logical move, but Kelleher 
would find out soon enough just how big of a mistake he 
had really made.?!! 

In late June of 1985, after the merger had finally 
received all regulatory approvals, SW took control of Muse 
Air as a wholly owned subsidiary and put in place a plan 
to run the airline as a completely independent operation. 
Oddly enough, the business model for the newly acquired 
Muse Air was almost opposite to that of SW. Whereas SW 
prided itself on the no-frills, low-cost, short-haul model, 
Muse was positioned as a non-smoking, upscale, long- 
haul carrier.2!2 Muse was operating with a fleet of 14 
McDonnell Douglas jet aircraft including a few DC-9s with 
a primary focus on using the newer MD-80s, neither of 
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which matched up with the familiar Boeing 737 upon 
which SW relied.?!% 

To try and boost awareness, SW renamed the airline 
TranStar and kept the upscale model in place. Everyone, 
including Wall Street, thought that TranStar’s longer 
flights and all-leather seating would provide a perfect 
complementary product for the existing SW service. How- 
ever, the airline industry was changing—as people be- 
came more price-sensitive, they were unwilling to pay the 
higher fares that TranStar needed to charge in order to 
provide the higher class of service. TranStar simply could 
not keep up with the constant price competition from 
Texas Air. After the subsidiary had to borrow more than 
$15 million from SW just to make payroll, Kelleher knew 
it was time to throw in the towel.?!4 Although the airline 
had 18 planes and accounted for 20 percent of SW’s total 
traffic, TranStar’s last flight was on August 9, 1987, and 
within a few months, most of the unit’s assets were 
liquidated.?15-216 In his usual style, Kelleher did not let 
arrogance and pride get in his way. Once he realized the 
acquisition of Muse Air was a mistake, he openly admitted 
the failure and shut down the operation. This flexibility 
and decisive action has always been, and still is, emblem- 
atic of SW and its dynamic leader. 

By the end of 1987, TranStar was out of the picture, and 
having survived this bump SW was primed once again for 
explosive growth. Grow is just what they did—expansion 
to the east had begun and by 1988, SW was serving Detroit 
and Birmingham.?!’ After that, service to Oakland’s 
International Airport was added in 1989.218 Then, in 
1990, SW passed a phenomenal milestone, having been 
in operation less than 20 years, the “little airline that 
could” reached the billion-dollar mark in revenues. This 
officially earmarked it as a “major” airline, and never 
again would the title “start-up” or “small” be used to 
describe SW.?!9 
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This was just the beginning of the dominant footprint 
SW would create within the airline industry. With the 
demise of PSA in the late 1980s, the early 1990s saw SW 
solidify its lead position in the California markets.?2° 
Stretching in the other direction, SW finally reached the 
east coast in 1993 when service began to Baltimore/ 
Washington International Airport.?2! Just about the same 
time, a new player came on to the scene that would 
ultimately boost the growth of SW. 

Late in 1992, Morris Air began operations with a fleet 
of four Boeing 737s based out of Salt Lake City, Utah. The 
Morris family had no intention of competing directly with 
SW as they set up a small route structure in the Pacific 
Northwest.?2? At that point, SW had not entered these 
markets which led Kelleher to recognize another merger 
opportunity. Having failed so miserably with the acquisi- 
tion of Muse Air, it was expected that the managers at SW 
would have approached this situation with a great deal of 
caution. But, in fact, the exact opposite happened. Kelleher 
was a risk-taker and a true visionary: he saw that Morris 
Air was a perfect acquisition target. The airline flew 
routes that SW did not cover and, best of all, it only used 
737s, the same aircraft on which SW relied. Kelleher 
pounced on this opportunity and, in December 1993, 
Morris Air was merged with SW as part of a deal valued 
at more than $130 million.??° This immediately created 
new routes and provided new aircraft. In 1994, SW ex- 
tended services to seven new cities including Seattle, 
Spokane, Portland, and Boise.??+ 

The acquisition of Morris Air turned out to be a huge 
success, paving the way for new innovations and even 
further expansion during the mid to late 1990s. SW had 
always been a leader in using technology to help run the 
business, and in 1995 it was the first major airline to 
introduce a ticketless travel system throughout the en- 
tire process. This was the first major action ever taken 
by a big airline to eliminate the major reservation systems 
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in use at the time. With the ticketless travel system, a 
customer would receive a confirmation number directly 
from SW and simply show up at the time of the flight.??° 
Building on this concept, SW revealed further innovation 
when, in 1996, it established online ticketless travel 
through its website, www.southwest.com.?° This form of 
booking was so successful that, in 2003, SW was forced to 
close its call centers in Dallas, Salt Lake City, and Little 
Rock. True to its employee loyalty, SW offered all displaced 
employees jobs in other cities, but by the beginning of the 
following year, half had declined the invitation. 

The growth continued, and 1996 brought new service 
to the lucrative Florida market, where SW’s low fares sent 
Delta Express packing. Later that year, service to Provi- 
dence, Rhode Island began as the east coast became more 
accessible to SW.?27228 In 1997, Jacksonville, Florida 
became the 50th city to receive the low-fare treatment 
from SW, quickly followed by Jackson, Mississippi. 
Manchester, New Hampshire, was picked up in 1998, 
opening the gates to the Northeast. From there, SW was 
able to connect with Islip, New York and Bradley Airport 
in Hartford, Connecticut, along with beginning service to 
Raleigh-Durham International—all during 1999.79 

SW’s expansion since deregulation has been quite 
systematic. As its name implies, SW first expanded into 
the states of the southwestern portion of the nation. It 
began with westward expansion into nearby states. By the 
mid-1990s, SW had spread its coverage to several states 
in the Midwest as well as the Pacific Northwest. Finally, 
by the year 2004, SW had reached the Northeast, where 
it continued to enjoy booming business despite the oxy- 
moron of its name and its service. 

More recent innovations include an online tool called 
“SWABIZ,” introduced in 2000 to assist “company travel 
managers in booking and tracking trips made through 
www.southwest.com.”?°° In 2002, SW partnered with IBM 
and began investing in self-serve kiosks that led the 
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airline gradually to begin a process of retiring the old 
plastic boarding cards still in use.?3! In 2004, SW operated 
2,900 flights a day to 60 airports in 59 different cities with 
32,000 employees, and it has plans to continue expanding. 
In 2004, the airline also flew 70.9 million passengers in 
its fleet of 417 Boeing 737 jets. More importantly, as SW 
expanded its service to cover much of the country, it 
continued to make money. Year 2004 marks its 31st 
consecutive year of profitability, an amazing feat no other 
airline can claim. SW’s net income in 2004 was $313 
million.?°2 By comparison, Delta Air Lines flew approxi- 
mately 110 million passengers with its 60,000+ employ- 
ees and lost over $5 billion in the same year. 


Figure 6.1: States Served by Southwest Airlines, 1984 and 1994 
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Figure 6.2: States Served by Southwest Airlines, 2005 








- a 


“o 











The success of SW is nothing new. The early 1990s was 
a tough period for the entire airline industry. However, SW 
was the only airline to post both operating and net profits 
in 1990. It has remained profitable through both good 
times and bad. As can be seen in Figure 6.3, SW has been 
profitable for 32 years from1971 to 2003. 

One of the driving forces behind the continued profits 
has been SW’s ability to predict future market conditions 
and act to mitigate future risks. A perfect example of this 
is SW’s oil futures hedge against rising fuel prices. As of 
August 28, 2004, SW was 80 percent hedged on oil ata 
price of $24 per barrel, helping it maintain profitability as 
oil prices skyrocketed to over $50 per barrel following the 
invasion of Iraq in 2003.2 Delta, on the other hand, sold 
its oil hedges to free up cash. Analysts predict that without 
financial hedges to help maintain fuel costs, SW would 
have lost money in three of the last eight quarters.?54 

Over the past decade, SW has outpaced its competitors 
not only by turning in profits when everyone else was 
posting losses, but also by increasing its traffic at a much 
faster rate than the legacy carriers. Since 1994, SW has 
more than doubled its revenue passenger miles. One 
revenue passenger mile (RPM) is equal to one passenger 
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Figure 6.3: Profitability of Southwest Airlines 
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flown one mile. In 1994, SW flew 21.6 billion RPMs and 53.4 
billion RPMs in 2004. This amounts to a growth of 147 
percent since 1994, which is tremendous when compared 
to its competitors. American Airlines increased its traffic 
only 26 percent during the same period, and United Air- 
lines only showed a 6 percent increase in traffic. 

Like all airlines, SW has seen a downturn following the 
terrorist attacks on September 11, 2001. It is also strug- 
gling with the loss of Kelleher, who stepped down in June 
2001, as well as the abrupt retirement of his replacement, 
James Parker, in July 2004.?°° The industry environment 
in the years of Parker’s reign made his time in office quite 
turbulent, forcing him to deal with a downturn in the 
economy, high fuel costs, and trouble with labor. After a 
rare labor dispute, he hastily resigned, turning rule of the 
company over to former CFO, Gary Kelly, and a woman who 
worked her way up through the ranks starting as Keheller’s 
secretary, Colleen Barrett. Barrett is credited with much 
of the development of SW’s unique corporate culture. 

Kelly now sits at the helm as CEO and has to battle 
growing competition from other low-cost airlines such as 
JetBlue and even major legacy airlines that have sharply 
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reduced their prices even while experiencing huge 
losses.23° SW currently provides service from Dallas Love 
Field and a smaller airport just outside Dallas. An outdated 
law passed in 1979 restricts SW to providing service to only 
seven adjacent states. With SW’s operations vastly re- 
stricted, American charges high prices on many of its 
flights to cities where it does not compete with SW. With 
Delta dropping Dallas as one of its hub markets in 2004, 
SW could benefit from flying more passengers from 
Dallas.?37 

SW is faced with the option of moving a portion of its 
operations to the large DFW airport dominated by Ameri- 
can Airlines. SW is hesitant to move its operations to DFW 
or to split its operations for more than one reason. The 
airline avoids major hub airports as they charge higher 
fees and often experience delays due to heavy air and 
ground traffic. Kelly is calling for the repeal of the amend- 
ment, which he claims every Congressman to whom he 
has spoken agrees is a bad law. He speaks out strongly 
against it, claiming the amendment is “protectionist, 
anti-competitive, and anti-consumer.” Analysts estimate 
that the repeal of this law would free up approximately 
$500 million in potential revenue for SW.?38 

In the wake of losing its eccentric founder, and looming 
industry problems, no one knows for sure if SW will remain 
profitable. Kelly is shaking things up at SW headquarters. 
Inside the company, Kelly is focusing on restructuring 
management for more accountability and cooperation 
between departments. Because SW’s typically warm labor 
relations were recently frayed by bitter contract negotia- 
tions, Kelly created a new department focused on labor 
relations and now meets regularly with union leaders to 
discuss finances and strategy. Kelly made his boldest 
moves yet—the acquisition of six gates at Chicago’s Mid- 
way Airport from the bankrupt ATA Holdings Corp. and the 
signing of a code-sharing agreement with ATA.?°9 Now, 
SW customers can easily connect with ATA flights to cities 
such as Boston, Denver, Minneapolis, and Honolulu. Before 
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this move, SW was one of the few airlines not to offer 
service through code-share partnerships. In 2005, SW 
planned to expand its fleet by 10 percent with the acqui- 
sition of 29 more planes, keeping to the belief that a main 
key to its future is a focus on continued growth. 

Skeptics have criticized SW for years claiming that one 
day the start-up airline would get too big for its britches 
and finally start to falter, even if just a little bit. What is 
certain is the lasting impression that Kelleher and SW 
have left behind. Kelly plans to continue the tradition of 
Kelleher’s business model. He recently announced that 
SW would not initiate any programs to sell meals or in- 
flight entertainment on board its aircraft, as many of its 
low-cost competitors do. Kelly says that charging passen- 
gers for additional services does not fit the SW business 
model. The low-cost, no-frills, fun, and flexible model is the 
one that works for SW. 

SW’s many years of profitability have been credited to 
its business formula of maintaining low costs and provid- 
ing low fares with friendly customer service. It has the 
lowest costs per passenger mile in the US airline industry 
although its labor force is 80 percent unionized. SW has 
been able to achieve and maintain its low cost by: (a) flying 
only one type of aircraft, (b) achieving high worker produc- 
tivity with employees assisting each other with routine 
duties, (c) flying point-to-point service to smaller and less 
costly airports, and (d) flying its airplanes more hours per 
day than the competition. 

It was the only major US carrier to maintain a full flight 
schedule after September 11, 2001, and has not laid off any 
employees. The fact that employees own stock in the 
company also helps create employee loyalty, which trans- 
lates to better customer service. SW plans to combat 
increasing competition in the industry through growth, 
not through changes in its proven business model. SW 
plans more expansion in the Northeast, evident by the 
recent move to start flights to Philadelphia and Pittsburgh. 
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CAMPAIGN TO REPEAL THE WRIGHT AMENDMENT 


The Wright Amendment was passed in 1979, restricting 
SW Airlines operations to the four states adjacent to Texas 
(New Mexico, Oklahoma, Arkansas, and Louisiana) from 
the Dallas Love Field Airport. It was later amended to 
include Kansas, Alabama, and Mississippi. The law was 
originally passed to protect the new Dallas-Fort Worth, 
Texas, airport from competition because of the high cost 
of building the new airport. 

A campaign to repeal the Wright Amendment started in 
early 2005. SW’s Kelly stated, “I don’t care how long it will 
take, we'll keep after it until it falls under its own weight.” 
SW rejected the option of moving its operation and head- 
quarters from Love Field to the new Dallas-Fort Worth 
Airport. The new major airport did not fit its model of flying 
to small secondary airports with lower landing fees, less 
congestion, and faster turnaround times, all important 
aspects of the discounter’s strategy. Since the September 
11, 2001 tragedy, SW’s business from Love Field has been 
shrinking as more people travel by car to nearby states. In 
contrast, the discount airline is rapidly expanding to other 
cities like Philadelphia and Chicago.?*° 

SW created a new website, www.setlovefree.com, ex- 
plaining that the Wright Amendment had long outlived its 
usefulness. The website claims that the restrictions 
imposed by this amendment is stifling competition and 
costing the public hundreds of millions of dollars per year 
in higher airfares. The website further explains that 
American Airlines is free to serve any market it chooses 
from the nearby Dallas-Fort Worth Airport. In fact, it flies 
to 49 cities from here, carrying over 6.5 million one-way 
passengers each year. 

American Airlines has a virtual monopoly at Dallas-Fort 
Worth airport where it provides more than 80 percent of 
the flights. The website states that given American’s 
monopoly position at Dallas-Fort Worth, the average 
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business fare is 48 percent higher than at other airports 
in the United States, making it one of the most expensive 
airports in the country to fly from. The website explains 
that the public would save hundreds of millions of dollars 
per year if SW was permitted to fly to other states from Love 
Field. Repeal of the Wright Amendment would also attract 
new businesses to Dallas and increase visitors to the city. 

Campbell-Hill, an aviation consulting firm, was hired 
to study the impact of the Wright Amendment on compe- 
tition and public welfare. The report issued, called The 
Wright Amendment Consumer Penalty and dated June 7, 
2005 stated that the 


Wright Amendment imposes an economic cost on travelers 
and communities throughout the United States by prohib- 
iting competition from Dallas Love Field in air travel between 
North Texas and any point outside a seven-state perimeter. 


The report further stated that if the Wright Amendment 
was repealed, permitting SW Airlines to make three daily 
roundtrip flights to 15 prohibited airports, the following 
benefits would be realized: 


¢ 3.7 million more passengers would travel in the 15 
markets each year due to new competition and lower 
fares. 

¢ Passengers would save nearly $700 million annually 
compared to airfares charged by American at Dallas/ 
Fort Worth Airport without competition from SW from 
Love Field. 

¢ North Texas would reap an additional $1.7 billion in 
economic activity annually due to increased air 
travel to the region. 

° The total Wright Amendment Burden on Passengers, 
North Texas, and cities beyond the seven-state pe- 
rimeter exceeds $4.4 billion per year.?*! 
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The Dallas-Fort Worth Airport is the fifth-largest airport 
in the world. American’s monopolistic position at the 
airport is clearly contrary to public interest, while com- 
petition from SW from Love Field would create huge public 
benefits. In fact, if it was not for American’s monopoly 
position and premium fares from Dallas-Fort Worth, the 
carrier could be in a serious financial situation, as are 
most of the major airlines. 


EXPANSION IN EXISTING MARKETS AND MOVEMENT EASTWARD 


SW has recently expanded its flights from Chicago’s Mid- 
way Airport, located just 10 miles south of downtown 
Chicago instead of the very busy and more distant Chicago 
O’Hare International Airport. O’Hare is one of the biggest 
airports in the world and is dominated by United Airlines 
and American Airlines. SW is in the process of shattering 
the duopoly of United and American at O’Hare. SW ex- 
panded its position at Midway through the purchase of six 
gates from the bankrupt ATA in December 2004, giving 
it a total of 25 gates from Midway. In addition, SW pur- 
chased a 27.5 percent share in ATA and developed a code- 
sharing agreement with it.?4? 

Hawaii is an important recreational destination and 
one that has helped separate the major airlines from the 
discounters. Competitors have often belittled SW’s fre- 
quent-flier program for not providing service to Hawaii. SW 
has studied the possibility of using its longer-range 737s 
to fly to Hawaii, but the airline was not large enough to 
compete efficiently on more distant international flights. 
However, ATA, with which it developed a code-sharing 
agreement, flies the larger 160-passenger Boeing 737- 
800 airplanes to Honolulu from Los Angeles, San Fran- 
cisco, Phoenix, and Seattle and to Maui from Los Angeles, 
San Francisco, and Seattle. Through its code-sharing 
agreement with ATA, SW is now able to offer connecting 
flights from Midway to two cities in Hawaii. For example, 
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customers can purchase a ticket in Baltimore on SW and 
fly to Midway, and then change to ATA’s Hawaiian flights 
and have their baggage automatically transferred.?*% 

Historically, SW tried to fly under the radar of the major 
airlines. Under the guidance of Kelleher, the discounter 
had avoided direct competition with the long-established 
airlines by flying to secondary airports. However, under 
the direction of Kelly, SW has been willing to go after 
weaker network carriers at major airports. According to 
an industry consultant, “SW’s stated goal is to attract more 
business travel,” and to “Serve businesses, you need to 
reach all the nation’s largest cities.”244 Through the code- 
sharing agreement with ATA, SW is now able to provide 
service from Boston, Denver, Minneapolis, Newark, San 
Francisco, and Washington Reagan National.?*° ATA flies 
from Midway to New York’s LaGuardia Airport 10 times a 
day and five times a day to Newark. It also flies five round 
trips daily to Boston and four to Washington, D.C.’s Reagan 
National Airport.?*6 

With the purchase of the six gates from ATA in July 
2005, SW increased its number of flights from Midway to 
192 a day, boosting Midway to the discounter’s third 
largest airport. SW is considering further expansion of its 
flights from Midway, which would make it the airline’s 
largest hub in the country. This would shatter the duopoly 
that United Airlines and American Airlines have long held 
in Chicago, and would lower fares and attract a portion of 
its lucrative business-traveler base. SW is also consider- 
ing increasing its Chicago flights by another 30 percent 
to close to 250 daily departures. This would be close to the 
capacity of United and American at O’Hare International 
Airport. According to SW’s Mr Sweet, the company plans 
to fill its planes with people who have not flown before as 
well as business travelers drawn by its prices, and Midway’s 
proximity to downtown Chicago. He adds that “The Chicago 
market in itself is just very inviting,” and, “It doesn’t hurt 
that the industry is in the state that it’s in and we're in 
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a good financial position to actually grow.”?4” Further- 
more, if ATA folds, SW could purchase its eight remaining 
gates and become an even more powerful force in the 
important Chicago market. 

The two newest markets in SW’s eastward march are 
Philadelphia (its 60th city) and Pittsburgh (its 61st city), 
both of which used to be strongholds of US Airways. SW said 
it was entering Philadelphia because of the unusually 
high fares fliers were paying. The discount airline started 
providing service from Philadelphia on May 9, 2004 with 
13 flights to six nonstop destinations. Table 6.1 compares 
the fares and traffic from the third quarter of 2004 (the 
first full quarter SW operated in Philadelphia) to the third 
quarter of 2003 in the discounter’s top ten Philadelphia 
markets. The table shows that fares dropped sharply on 
several of the routes while the number of passengers 
flying rapidly increased. This is known as the “SW Effect” 
with many business and general-public passengers flying 
when the discounter offers sharply lower fares in new 
markets. 

Although the government report cited in Table 6.1 
focused on the 10 markets directly served by SW, the 
impact of the discounter entering Philadelphia was far 
more extensive. Several other markets, such as Oakland, 
St Louis, Sacramento, Nashville, and San Diego, that SW 
served indirectly also experienced a sharp decline in 
fares. As a consequence, the overall fare premium in 
Philadelphia declined sharply relative to average domes- 
tic fares—from more than 20 percent during the third 
quarter of 2003 to -2 percent during the third quarter of 
2004.248 Given the positive response SW received, it 
rapidly expanded its flights to 41 per day to 18 destinations 
by February 2005. By the end of 2005, SW increased the 
number of its flights to 51 a day, making Philadelphia one 
of its fastest growing markets in its history.?*9 

SW continued its expansion to the East when it began 
service to Pittsburgh in May 2005 following its successful 
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penetration of US Airways’ “fortress hub” in Philadelphia. 
Both Philadelphia and Pittsburgh were ideal cities for SW 
since most of its flights were 700 miles or less. SW started 
with ten flights a day: 


e four flights from Pittsburgh and Philadelphia, 

e four flights to Chicago Midway, and 

e one flight a day to Orlando, Florida, and Las Vegas, 
Nevada. 


Before SW started the service, US Airways had a mo- 
nopoly on the heavily traveled route between Pittsburgh 
and Philadelphia. SW’s one-way fare of $79 represented a 
65 percent savings in comparison to the average fare 
offered by US Airways. Kelly said the sharp cutback in 
Pittsburgh flights and the “high-fare environment” made 
Pittsburgh a “perfect opportunity” for SW.?5° 

According to SW’s spokeswoman Whitney Eichinger, 
“Pittsburgh is performing outstandingly. It’s been so strong 
for us, that we’ll be adding service by the end of the year. 
We've had outstanding load factors.”?5! Contributing to 
SW’s success in quick penetration of both Philadelphia 
and Pittsburgh has been the high quality of its service in 
comparison to the bankrupt US Airways. US Airways, as 
it struggles to survive, has laid off thousands of employees 
and sharply reduced its routes in western Pennsylvania. 
Its quality ranking in early 2005 fell 9 percent to 57, the 
largest decline and the lowest level of the seven largest 
airlines. In contrast, SW, which had just started flying to 
Pittsburgh International Airport, had a 1 percent increase 
in its customer satisfaction score with an overall rating 
of 74. That was the highest in the industry for the seven 
largest airlines, and considerably above the average score 
of 66.252 


Chapter 
Seven 


The Resurrection of 
Frontier Airlines 


EARLY History OF FRONTIER AIRLINES 


FOR 40 years, Frontier Airlines served as Denver’s home- 
town airline. Following its acquisition by upstart carrier 
People Express in 1986, it became one of the first experi- 
ments with low-cost, low-fare travel post deregulation. 
After the demise of People Express, Frontier was dormant 
for 7.5 years until it was restarted by a group of former 
Frontier executives in 1994. This new version of Frontier 
incorporated many elements of the low-cost discount air- 
line model. Although it has seen many tough times in its 
12 years of operation, it currently operates as a solid 
carrier with an emphasis on markets in the western two- 
thirds of the country. At the beginning of 2005, Frontier 
operated 48 aircrafts providing service to 42 destinations. 

The word most commonly associated with Frontier is 
“resurrection.” It is not often that a carrier that gets wiped 
out of the sky by financial turbulence can come back in 
any form, but Frontier has proven to be an exception. Over 
the years, Frontier has experienced a great deal of change 
in the airline industry. Although it has changed hands 
and has operated as several different corporate entities, 
the executives running Frontier today consider the “Spirit 
of the West” of the original Frontier to be a vital part of the 
new Frontier Airlines. 
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At first glance, Frontier does not appear to meet the 
standard model of a start-up carrier. The original Frontier 
was started in 1946 under the name Monarch Airlines. 
It flew as a full-service regional carrier based in Denver, 
and mostly served western cities. However, this version 
of Frontier encountered deep financial trouble in 1984 and 
lost $31.4 million during the year.?5° 

The airline was forced to evaluate its options to stay 
alive and, in 1985, an employee buyout was seen as the 
answer to the airline’s financial woes. However, the labor 
union was outbid first by Texas Air Corp, and then by 
People Express, one of the original low-cost carriers to 
develop after deregulation. People Express bought Frontier 
as part of its coast-to-coast expansion and hoped that its 
acquisition would open new western markets to the car- 
rier. A year later, however, Frontier continued to lose 
money. This prompted the management of People Express 
to reduce airline services and costs so it could sharply 
lower its fares. Since a low-cost, low-fare approach had 
appeared to work for its parent company, Frontier simpli- 
fied its price structure and cut costs wherever possible. 
It began to offer three tiers of pricing: premium, economy, 
and discount, which ranged from $29 to $119 and charged 
for meals and checked baggage. These modifications al- 
lowed People Express to boast that it offered low-cost travel 
to 43 states due to its merger with Frontier.?5+ 

Despite these adjustments, People Express faced dire 
financial circumstances, almost half of which were due 
to Frontier, which accounted for $28 million of People 
Express’ $51 million first quarter losses in 1986.255 In 
order to avoid a buyout by Texas Air Corp, People Express 
decided to sell Frontier to United Airlines for $146 million. 
However, when no agreement could be reached between 
Frontier's pilot union and United’s executives, the deal 
was called off and People Express shut down Frontier. All 
4,700 employees were furloughed and 42 planes 
grounded.?°° In late August of 1986, Frontier filed for 
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Chapter 11 protection, and a few weeks later, Texas Air 
bought People Express and all of Frontier’s assets.?°7 
Under the new plan, Continental would operate all of 
Frontier’s assets, the planes would be repainted, and the 
“Frontier” name would disappear.?°° 

“I don’t think they’re ever going to come back now,” 
noted Conrad Blomberg, president of the Rocky Mountain 
Chapter of the American Society of Travel Agents. “Once 
you stop an airline, it’s pretty hard to start it up again,” 
but Blomberg added that Frontier was just “too good of a 
company to die.”*59 Seven and a half years later, a group 
of former Frontier officials headed by former Frontier 
President and Chairman, Hank Lund, announced that 
they had decided to resurrect the airline. “We’d like to 
think it has been sleeping for seven and a half years,” said 
Bob Schulman, Vice President of Corporate Communica- 
tions and the old airline’s Public Relations Director. He 
also said that Frontier's name, coupled with pure jet 
service, would be a selling point of the airline.2©° The 
company wanted to fill a “ready-made niche,” the service 
gap at the small and medium cities left when Continental 
phased out its Denver hub.?°! 


THE REBIRTH 


“What we’ve done is to resurrect the spirit of the old 
Frontier Airlines—not the company itself. We are a new 
company. We will be a little guy and look for modest 
growth,” stated Schulman. He went on to explain some 
differences between the new Frontier and the old Frontier: 


The former Frontier Airlines was known for its elaborate 
dining service. Steak and lobster were served on many 
flights, with free bottles of imported wine. We’ll be several 
notches below that. We'll offer some nice hors d’oeuvres, 
pastry services, and some good snacks. But don’t expect 
steak and lobster.?® 
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Even with his detailed strategy, Lund needed capital to 
launch his new airline. For this reason, he turned to 
friend and former business partner Sam Addoms. Lund 
was convinced that Addoms’ strong leadership and finan- 
cial skills would be an asset. As it happened, Lund had 
earlier invested in one of Addoms’ start-ups, Rio Grande 
Produce, which closed after just nine months and lost all 
of its investors’ money. “I figured I owed him a favor,” 
Addoms remarked. He admitted he knew nothing about 
the airline industry but said he had always had the heart 
of an entrepreneur. 

At the start of his career, Addoms saw that the life of 
an entrepreneur was fraught with financial risk, and he 
informed his wife that they had to plan to be able to live 
on $25,000 per year. So she was not terribly surprised 
when, after a meeting with Frontier’s executives around 
their kitchen table, he told her that he would be working 
with them for a while; he also added that he would not 
receive a salary to begin with. So, with a background in 
banking, meat-packing, and groceries, Addoms went into 
the $100 billion US airline industry.2®° The small, start- 
up airline seemed to suit him. Six months after the 
original announcement, Addoms had raised $8.7 million— 
including a $6.9 million public-stock offering and $500,000 
of the founders’ own money.?°* The launch of the 
airline demonstrated the commitment and dedication of 
its founders; none of them took a paycheck during the 
first year. 

On July 5, 1994, Frontier began operating with 175 
employees and two Boeing 737 twin-jet airplanes. To give 
the illusion of a larger fleet, the company painted different 
21-foot animals on each side of the tail of its airplanes. 
The tagline, “Spirit of the West,” was intended to convey 
the carrier’s attitude of being open and friendly in the way 
it conducted business.?® “This company was founded with 
basically the same goodwill and the people’s spirit of the 
old Frontier, which was like a good neighbor and a friend.” 
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While some people thought of the tagline “Spirit of the 
West” as a geographic connotation, it was actually in- 
tended to convey the attitude of the new airline and its 
employees.” It was the goal of Diane Willmann, Director 
of Advertising, to create a friendly personality for the 
fledgling airline. 

In the beginning, Frontier provided service between 
four cities in North Dakota and Denver: Grand Forks, 
Fargo, Bismarck, and Minot. The original plan was to 
enter into an agreement with either Continental or United 
to transfer connecting passengers to destinations across 
the country on one of the other airlines. However, Con- 
tinental almost completely pulled out of Denver just after 
Frontier began operations. Faced with almost no compe- 
tition, United saw no need to cooperate with Frontier.?® 
Predictably, without easy connections in Denver, few 
passengers were interested in Frontier’s service. 

In 1995, Addoms became CEO when Lund returned to 
Arizona to be with his ailing wife. Due to the lagging traffic 
in the small markets that Frontier served, 1995 also 
marked a shift in strategy by flying to larger markets, 
including Chicago and Phoenix. This new strategy of 
providing lower fares to people flying from Denver to other 
large cities posed a direct challenge to United Airlines. To 
keep from being wiped out of the sky by the dinosaur 
airline, Frontier avoided antagonizing United by pricing 
only slightly below United’s fares, flying at different times, 
and flying only a few trips per day to each city, leaving 
United feeling less threatened.?° 

This strategy also meant that the airline would cut its 
service to smaller markets. “The economics just weren’t 
there for continued service to smaller Montana and North 
Dakota markets,” Schulman advised.?°? The shift in 
philosophy from “providing low-cost jet service to small- 
and medium-sized western markets” to “fly to big cities 
with low fares”?’° proved to be a good idea by the first half 
of 1996, when the fledgling company of 675 employees and 
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nine 737s reported a profit of $2 million. Frontier attri- 
buted its increased earnings to “concentration on main- 
stream routes from the airline’s Denver hub rather than 
on secondary markets.” This transition marked a move 
from being a default carrier for travelers when the major 
airlines were booked to a “carrier of choice.” It also allowed 
the airline to connect passengers through its Denver hub. 
A passenger could fly from Chicago to Denver on a Frontier 
flight and then to Phoenix on another Frontier flight, 
without the hassle of switching airlines.?7! 


THE WESTERN Paciric AIR FIASCO 


The leadership of Sam Addoms proved invaluable. In 1997, 
Western Pacific Airlines moved its operations from Colo- 
rado Springs to Denver International Airport. Realizing 
there was not room enough for two discount carriers at 
Denver airport, Frontier and Western Pacific agreed to 
merge. This new airline would challenge United on multiple 
routes and create new demand by offering lower fares. 
Addoms would also retire, and the Frontier name would 
once again disappear. “Nobody on our side felt good about 
it. But it was for the survival of our employees,” Addoms 
said.?72 

However, Addoms took a close look at Western Pacific’s 
finances and realized that the company was consistently 
missing its targets. He called off the merger one week 
before Western Pacific declared bankruptcy. Although the 
reports that came out of the final meeting accredited the 
termination of the merger agreement to be due to “differ- 
ences in operating style,” it was actually the signs of 
looming disaster that led Addoms away from the deal. His 
successor, Jeff Potter, later wrote, “Sam is the most astute 
businessman I’ve met. Once it hit him that it was not 
going to work, he made a quick decision.” This ordeal 
reflects the business style that Addoms employed to guide 
his company—he used conservative business principles 
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to do what was best for the company, yet he was bold 
enough to make big decisions in order to pull his airline 
out of danger.?73 


STRATEGY AND MANAGEMENT 


Frontier shook free of the Western Pacific fiasco in time 
to post a $2.5 million profit for the third quarter of 1999. 
Addoms attributed this success to improvements in sche- 
dules, new aircraft, new major markets, and execution of 
its own ground handling at Denver, which was expected 
to result in $1 million in annual cost savings. In 1999, 
Frontier had succeeded in building a strong niche in 
Denver (which was a prime market), had an adequate 
$25.1 million in cash, and was virtually debt free. These 
assets made Addom’s annual growth plan of 20 percent 
seem entirely feasible. 

In fact, it was Addom’s legendary frugality that was a 
major factor in the airline’s success. Although mocked at 
times for the extent to which he cut costs, Addom’s tight 
cost structure got results. For example, Addoms insisted 
that workers at the company headquarters receive his 
personal permission before using the color printer. Simi- 
larly, his low-cost mindset also extended beyond the office. 
He diligently sought to maintain excellent relationships 
with his employees, and it paid off. A partly non-unionized 
workforce and strict budgeting resulted in Frontier’s costs 
to be 25 percent less than United’s.?”4 In order to achieve 
more cost efficiency, Frontier decided to purchase 20 
narrow-body jets from Airbus Industrie. These A319 jets 
had greater fuel efficiency and lower maintenance costs 
than the old Boeing 737s they replaced. They also had 45 
percent more overhead bin space and a wider fuselage, 
meaning wider seats and a wider center aisle.?7° 

Other reasons for success also include the solid man- 
agement behind the airline. Aviation consultant Terry 
Trippler praises Frontier’s pricing strategy thus: 
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Frontier will not price below break-even. They came into 
Minneapolis, and they were way below Northwest fares. 
Then Sun Country came in and offered rock-bottom fares. 
Frontier stuck it out. Sun Country went belly-up, and 
Frontier is still thriving. It is established, well-run, and 
profitable.*76 


Addoms’ business plan was one of steady growth with an 
emphasis on customer service and employee relations.?7” 
In order to build employee loyalty, he embraced an “open 
and candid” management philosophy. “In the context of 
the tension-filled relationship between employer, share- 
holders, and employees, employees have to be the key,” 
said Addoms. According to Potter, “Sam has a policy of no 
secrets. He says for people to feel part of something 
special, there can’t be secrets.” Addoms insisted on build- 
ing meeting-room space and company headquarters with- 
out walls. He added, “You never know when an employee 
might hear something that can benefit them personally 
or improve company operations in some way.” In 2002, 
Addoms received the Daniel L. Ritchie Award, one of four 
Colorado Ethics in Business Awards given to individuals, 
businesses, and nonprofit organizations committed to 
ethics, social responsibility, and community service.?7% 

When Addoms retired, Potter learned a great deal from 
Addoms, but brought his own passion to the industry. He 
quit college in the mid-1980s to clean airplanes for the 
original Frontier in Spokane. From there, he became a 
station manager, ticket agent, and worked at the company 
headquarters where he discovered scheduling, pricing, 
and route planning—the heart of the airline industry. 
After the original Frontier shut down in 1986, his career 
included stints at Pacific Southwest, Continental, North- 
west, and McDonnell Douglas Corp. He returned to the new 
Frontier in 1995 as Vice President of Marketing and 
helped Frontier get on track. Potter was attracted by 
Frontier's working environment, which he believes differ- 
entiates it from other airlines: “I like the culture and 
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atmosphere at Frontier. With Addoms as my mentor, we 
set out together on a plan to grow and focus on what we 
are here to do.”279 


THE War WITH UNITED 


The growth and success of Frontier is seen as a remark- 
able phenomenon. Not only was it built from the ground 
up and started with only two aircrafts, but it has also been 
successful in the shadow of United at one ofits stronghold 
hubs, Denver International Airport. It is one of the few 
start-up carriers to compete successfully head-to-head 
with a major carrier in one of its hub airports. 

How has Frontier managed to survive and grow in an 
environment dominated by United? In the beginning, 
Frontier was designed to serve markets that United did 
not, therefore reducing tension between the carriers. 
However, when Frontier changed its focus to larger mar- 
kets, United started paying attention. As soon as United 
started taking note of Frontier and restructuring prices 
and routes, Addoms began complaining to anyone who 
would listen about United’s “predatory pricing.” He ac- 
cused United of practices such as switching to bigger 
airplanes on overlapping routes, selling more seats below 
cost, and even undercutting Frontier’s low fares.?°° Fron- 
tier claimed that United undercut already-low prices to 
drive out new airlines and then increased them as soon 
as the newcomer left the market.?°! Although the Justice 
Department never found United guilty of these charges, 
United backed off once the noise got too loud. Addoms had 
made another good play. 

Some analysts attribute Frontier’s improbable success 
to its business philosophy that “owes something to Cold 
War-style propaganda and espionage.” Frontier uses its 
cleverness to chip away as much business as it can get 
away with by anticipating United’s moves and counter- 
moves. For example, instead of trying to swamp a market 
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with flights, Frontier learned that if it flew only two times 
a day to a city, then United was not likely to cut its price 
and increase its capacity. In addition, Frontier timed its 
flights to arrive and depart outside United’s banks of 
connecting flights. Another way that Frontier “outsmarted” 
United was through timing. For instance, when Frontier 
was ready to announce an increase in service to Portland, 
Oregon, the discounter waited until United had already 
loaded its summer schedule into its computer system to 
make the announcement. Consequently, after the an- 
nouncement, United’s flight schedule remained un- 
changed.?°? In this case, Frontier’s flexibility and 
anticipation enabled it to stay one step ahead of United. 

The other weapon Frontier used against United was 
price. Frontier priced below, but not too far below, United’s 
fares. The fares were set high enough so that United would 
not retaliate and abandon its higher fares. Potter claims 
that: 


We understand United as well as United does, and what sets 
them off. We can coexist. There’s never been any agreement 
over competitive boundaries, but we learned where to fill in. 
Frontier doesn’t offer as many nonstops as the majors do, 
but we are a bit more aggressive on price.?°° 


Frontier’s tight cost control is what allowed it to price 
successfully below United. Whereas United has multiple 
hubs and many different types of service, Frontier has one 
hub and one class of service. The simple nature of its 
operations contributes to its lower operating costs. Data 
from Roberts, Roach & Associates for 1999 showed that 
Frontier's 737 operating costs beat United’s but were 
higher than SW’s for distances up to 950 miles. Above that 
distance, the difference between the two grew rapidly in 
Frontier’s favor. Frontier’s cost structure continued to 
become more efficient as it gradually built its all-Airbus 
fleet, made improvements in schedules, and found other 
ways to cut costs. All these factors helped to create a lower 
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cost structure that allowed Frontier to sell its tickets 
cheaper than United. Aviation specialist Andrew 
Watterson observed that “It costs more for United to fight 
them than to leave them alone, which has allowed Fron- 
tier to get great margins and flourish in a market that 
United dominates.”?°* 

The dynamics between Frontier and United changed 
when United launched Ted, its discount airline-within- 
an-airline in February 2003. Ted, an effort to speed United’s 
emergence from bankruptcy, was created specifically to 
compete for leisure-travel dollars with other discount 
carriers such as Frontier. The day Ted was launched, 
Frontier executives personally served donuts and coffee 
in front of Frontier’s gates to thank and greet passengers 
and show that it was still the friendliest airline. However, 
Frontier did not seem terribly concerned about the new 
competition. “United has always matched our fares, so it’s 
not really anything different,” Joe Hodas, a spokesman 
for Frontier, noted.?°> Ted illustrated its price-matching 
ability when it matched Frontier’s cap of $299 for every 
one-way fare.286 


Post SEPTEMBER | 1 STRATEGIES 


Frontier executives breathed a sigh of relief when all 
eight Frontier planes that were in the air on the morning 
of September 11, 2001 landed safely. Frontier then turned 
its mind to the task of protecting its airline from the 
expected turbulent times ahead. “We’re going to start at 
the top with pay cuts,” Addoms announced. Senior execu- 
tives agreed to pay cuts ranging from 20 to 40 percent. In 
addition, Frontier decided to ground four planes and cut 
its flight schedule by 20 percent. A total of 393 employees 
were furloughed, and the pilots’ union took an 11 percent 
pay reduction to avoid further job cuts. To make it brutally 
simple, all executives were told they had 24 hours to cut 
their department budgets by 20 percent. 
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Frontier’s small size, flexibility, and conservative finan- 
cial approach gave it an advantage over the competition. 
In the months following September 2001, Frontier came up 
with some creative ideas to handle the decline in sales. 
It determined that if it was going to lose money flying nearly 
empty planes around the country, it might as well drum up 
some goodwill. So, it started a program called “Seats for 
Sharing,” which offered free tickets to worthy Colorado 
organizations that applied by October 31 and demonstrated 
how the travel would benefit the community.?8” One group 
to use this deal was a fifth-grade class that had the 
opportunity to fly to Kansas City and visit the Negro League 
Baseball Museum while they were learning about the 
Negro Leagues in class. Other groups to apply included 
religious organizations and non-profit organizations. 

In June 2002, Frontier asked the Federal Air Transpor- 
tation Stabilization Board (ATSB) for $59.5 million in 
guarantees to back a $70 million line of credit it was trying 
to arrange. This application was filed under the loan- 
guarantee program that Congress approved after the 
September 11 terrorist attacks, to help stabilize the air- 
line industry.28° In December 2003, Frontier became the 
first airline to repay its federal loan under the program. 
Frontier made a required payment of $10 million in July 
2003 with its federal tax refund and a second loan payment 
of $48.6 million in September 2003 with the proceeds from 
the company’s common stock offering. According to Demo- 
cratic Representative Diana Degette, “Everyone at Fron- 
tier Airlines should be proud of being the first airline in 
the nation to pay off its federal loan. It is a testament to 
the current and future success of the airline and all its 
employees.”2°9 


SHIFT FROM BUSINESS TO LEISURE MARKETS 


Frontier's initial strategy focused on attracting a large 
base of business passengers by developing contracts with 
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corporations that would provide air service at attractive 
prices. However, after September 2001, Frontier noticed 
a significant decline in business traffic and an increase 
in leisure customers. As a result, Frontier decided to offer 
nonstop flights to top Mexican resort cities in December 
2002.290 These routes proved to be extremely successful, 
and in many cases, Frontier was the only airline serving 
these routes. Frontier now flies to Cancun, Cabo San 
Lucas, and Mazatlan—none of which previously had daily 
nonstop service from Denver. Of course, it did not hurt 
that the Denver International Airport offered Frontier 
$25,000 in marketing subsidies for each Mexican market 
it served.?91 

At the same time, Frontier cut back on traditional 
business routes. In August 2002, it canceled its two daily 
flights between Denver and Boston. This redistribution of 
routes seems to be an industry trend, at least in Denver. 
Sean Donohue, Vice President for United’s mountain 
region, observed, “We’re all fine-tuning our schedules and 
redeploying aircraft into markets where we're going to be 
more profitable.” This ability to alter strategy and re- 
allocate resources is what enables airlines to stay afloat 
in the dynamic airline industry.29? The Mexico expansion 
was part of a broader effort by Frontier to start flying beyond 
continental US. It also established flights to Anchorage in 
May 2004.293 


CODE-SHARE AGREEMENTS 


One method used by Frontier to reach smaller markets 
was to sign code-sharing agreements with small feeder 
airlines. In September 2001, Frontier signed an agree- 
ment with Mesa Air Group, under which Frontier would 
market and sell flights operated by Mesa as Frontier 
JetExpress. Initially, Mesa flew five 50-seat jets to eight 
new destinations, expanding the possible routes that 
Frontier customers could fly. However, in July 2003, Mesa 
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was forced to end its agreement with Frontier due to its 
new contract with United, which carried a non-compete 
clause.?94 

To compensate for this loss, Frontier extended its code- 
sharing agreement with Great Lakes Aviation to cover 36 
markets.29° However, Great Lakes did not operate re- 
gional jets, but instead offered service on turboprop planes. 
Although the substitution of a turboprop for a jet added only 
just 15 minutes of flight time, many passengers perceived 
the flights to be much slower and less reliable. It became 
such an issue that a customer in Wichita, Kansas, almost 
rioted when Frontier replaced its regular jet service with 
turboprop service to cut costs and allocate its jets to larger 
markets. 

To overcome the objection to turboprop service, Frontier 
signed an agreement in September 2003 with Horizon Air, 
a subsidiary of Alaska Air, which operated a fleet of 
regional jets. The service provided by Horizon Air is called 
Frontier JetExpress, and permits Frontier to offer jet 
service to many smaller markets. These flights are booked 
through Frontier and used primarily to serve markets in 
the Midwest and Western United States. Meanwhile, Great 
Lakes’ turboprop planes have been re-allocated to serve 
still smaller markets in North Dakota, South Dakota, 
Texas, and the states immediately bordering Colorado. 


Losses AND NEW PRICING STRATEGY 


Despite numerous cost-cutting measures, Frontier began 
sustaining losses in the first quarter of the fiscal year 
2003.29° Frontier’s CASM, or cost per available seat mile, 
fell 11.3 percent to 8.28 cents (including fuel). However, 
the losses were attributed to diminished demand due to 
the sustained economic downturn, global uncertainties, 
and an extremely competitive industry environment.?9” 
These factors, combined with high fuel expenses, low 
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fares, and the entry of other low-cost carriers into the 
marketplace, created a tough operating environment for 
Frontier in 2003. 

Frontier responded to these losses with a new pricing 
strategy that simplified its fare structure to offer six fares 
levels. It also eased restrictions by eliminating the re- 
quirements of advance purchases, Saturday-night stay- 
overs, or round-trip ticket purchases to avail lower fares. 
These fares were all capped at $499 each way. A two-week 
test of this new fare structure showed that the airline was 
able to draw more business travelers. Although on aver- 
age, they paid lower fares, the net effect was a boost in 
revenue.298 

This strategy paid off by June of 2003 when Frontier 
rebounded with increased traffic, filling up to 75.6 percent 
of its seats. It continued with this program in January 
2004, slashing fares further to a cap of $299 each way. 
However, Frontier continued to post losses. The airline 
cut its costs by 7 percent compared with the previous year, 
but high fuel prices wiped out most of that gain. In fact, 
Frontier’s unit costs, excluding fuel were, for the first time 
lower than SWs.?99 

In an effort to cut costs further in the wake of losses, 
Frontier decided to institute a fuel-hedging program simi- 
lar to SW’s to combat the rising fuel costs. It also continued 
its transition to an all-Airbus fleet, which significantly cut 
operating costs.3°° 

Frontier’s overall strategy was to maintain a low-cost 
structure while differentiating its service and continuing 
to grow. CFO Paul Tate explained: 


Since September 11, this company has significantly reduced 
its unit costs relative to others in the industry. We took out 
a lot of overhead costs that have not come back. Our strategy 
post September 11 is to continue our growth plan. We have 
really utilized our economies of scale as we ratcheted down 
our overhead costs. 
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However, Frontier was not forced to cut labor costs. The 
airline continued with its growth plan of 15 to 18 percent 
per year despite its losses.°°! Although the losses contin- 
ued into 2004, analysts agreed that strong cost control was 
an encouraging sign for an airline.°° 

Potter summarized the airline’s dilemma when he 
commented, 


We tried to develop a plan for this company that even in the 
worst of times would be at least break even, and I think we 
have. Our only problem was no one, no one, ever could have 
contemplated what the worst of times would bring.3°° 


STRUGGLE FOR GATES 


In August 2003, Frontier leased 10 gates at Denver Inter- 
national Airport to facilitate the airline’s pressing need 
to maximize usage of its growing fleet of airplanes. United, 
which was at the time trying to emerge from Chapter 11 
bankruptcy, refused to give up any gates on Concourse A, 
which Frontier claimed it was not fully using. Thus began 
a three-way struggle between Frontier, United, and the 
Denver International Airport. United wanted a regional jet 
facility and refused to give up its gates on Concourse A 
which Frontier desperately needed. The airport—young, 
deeply in debt, not wanting to upset United, had no option 
but to increase its gates on Concourse A.3°4 

In December 2003, with the situation in Denver dead- 
locked, Frontier decided to expand beyond its Denver hub 
to maximize the use of its expanding fleet of airplanes. In 
a decision marking a major strategic shift, Frontier made 
plans to connect Los Angeles directly to Kansas City, St 
Louis, and Minneapolis. However, the airline made it 
clear that Los Angeles was a “focus city,” not another 
hub.°° In the beginning of 2004, Denver International 
Airport decided to spend a $137 million on expansions, 
making concessions to both Frontier and United. This 
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agreement resulted in Frontier obtaining 16 new gates 
and United gaining a new regional jet facility.°°° 

By June 2004, Frontier operated 49 point-to-point de- 
partures from Los Angeles. But with more gates available 
in Denver and incredibly intense competition in Los 
Angeles, in August Frontier decided to reduce the fre- 
quency of its flights to and from Los Angeles by 60 per- 
cent.°°” Frontier claimed that its increased frequency to 
and from Los Angeles was merely seasonal, and the 
schedule changes were anticipated for the fall and winter 
months. 


MARKETING EDGE 


From the launch of the new Frontier in 1994, the airline 
had sought to differentiate itself on the basis of its culture. 
When Frontier hired Genesis, a marketing firm, to de- 
velop an identity for the fledgling company, it did not have 
much money, and Genesis actually charged Frontier less 
than its normal rate because it believed in the airline. 
Genesis gave them the idea to paint animals on the tails 
of Frontier’s planes, an idea embraced by the airline 
because it “encapsulated the spirit of the company Addoms 
had created,” according to Genesis director James Adler. 

Frontier hired a new advertising agency in late 2002 
that was a division of Grey Worldwide. The goal was to build 
a stronger national profile as a carrier that offers quality 
service along with lower fares. Ian Arthur, Frontier’s 
Director for Marketing and Brand Management, noted, 
“The airline industry is in turmoil right now, and we’re 
one of those airlines well-positioned to redefine what the 
industry can be. Our new advertising will be a vehicle to 
communicate what our difference is.” The new advertis- 
ing campaign was designed to stress Frontier’s quality 
service, 35-route network, Airbus fleet, and personal TV 
sets on new planes.°°8 The seat-back TV sets were in- 
stalled in Frontier’s new Airbus fleet in October 2002 in 
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the hope to emulate JetBlue’s success with a similar 
program. Frontier’s program, however, charges five dol- 
lars for use of the DirecTV programming, while JetBlue 
charges nothing. 

In the middle of 2003, Frontier launched its “Whole 
Different Animal” ad campaign to replace the older “Spirit 
of the West” campaign. This campaign gave new life to 
traditional aspects of the airline, such as the 21-foot 
animals that adorn the tails of the aircraft. The biggest 
hits were the TV commercials where the animals talk to 
each other and joke around. In one, Larry the cougar 
chides the dolphin for not getting the desired route 
to Florida, despite Frontier’s extensive schedule there. 
The commercials gave the animals unique personalities 
while working in different ways to exhibit the less well- 
known features of the airline, such as its coast-to-coast 
capabilities.°°9 

In 2003, the ads contributed to a 50 percent leap in 
brand recognition. They created a sensation, especially in 
Frontier’s hometown of Denver. Parents say that kids get 
excited when they fly, and ask which animal they will get 
on their plane, and people call the airline with the express 
purpose of commenting on how much they like the ads. 
However, the success of the ads is not solely due to the 
fact that the animals are cute and cuddly, said Grey 
Worldwide creative director Graham Button. He added: 


They resonate on a deeper level than that. When the animals 
line up at the airport gates and catch up with each other 
like friends do, it creates a sense of community and bringing 
people together, which is what the airline industry is about. 
This is a new way of doing airline business. 


He went on to reveal the psychology behind the ads: 


The secret to the airline is that every plane has an indi- 
vidual, different animal. It shows the airline recognizes the 
difference between flights and the difference between planes, 
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and therefore, it translates into “the airline recognizes the 
difference between individual passengers.” People are fed up 
with being treated like cattle.3!° 


In conjunction with the ads, Frontier initiated several 
new promotions to attract travelers. In 2003, it signed 
agreements with many of Denver’s professional sports 
teams and all of the major universities to sponsor sporting 
events and arenas. Although most of these promotions are 
aimed at Denver travelers, Frontier also started programs 
to attract out-of-state travellers. One such agreement 
with Vail Resorts allows skiers to buy a season pass that 
enables them to fly any number of times to Colorado during 
the winter season.*!! In 2004, it joined Intrawest Corp. 
in a similar market partnership that gave skiers at 
Winter Park and Copper Mountain discount airfares and 
frequent-flyer miles, with Frontier flyers also getting good 
deals on the slopes.?!2 

In early 2004, Frontier also launched a program de- 
signed to attract valuable customers from other airlines. 
Frontier's Quick Ascent program gave preferred seating, 
priority check-in, and a waiver of the 15,000-mile require- 
ment to join the Ascent level of its frequent-flyer program, 
Early Returns, to target customers who travel at least 
25,000 miles annually. These travelers are the most 
prized in the industry, and Frontier’s attempt to target 
them posed a direct challenge to United.3!° Under the 
normal Early Returns program, travelers earn a round trip 
ticket to any destination in the country for every 15,000 
miles they fly on Frontier. 

As another strategy of its rebranding effort, Frontier re- 
designed its in-flight entertainment in 2004. It had a 
three-fold approach. First, it replaced its in-flight maga- 
zine with a “lifestyle” magazine called Wild Blue Yonder. 
Similarly, it launched its own channel of onboard movies, 
also called Wild Blue Yonder. These movies are not just 
short films; they are part of Frontier’s “Cloud 9 Short Film 
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Festival,” in which passengers judge the short films. In 
order to vote for their favorite films, buy gifts, or enter 
contests, passengers can visit the related website, 
www.gowildblueyonder.com. A Denver marketing firm, 
Mphasis Integrated, spent nearly $1.5 million to develop 
the magazine, TV channel, and website. In exchange, the 
marketing firm splits advertising revenues with Frontier; 
still a money-maker for Frontier since the airline for- 
merly received no revenue at all from its old in-flight 
magazine.314 

Vice President of Marketing and Planning, Sean Menke, 
summarized his vision of Frontier’s image: 


We are not the ‘old’ Frontier, an airline acquired by People 
Express in 1986. We are not the Frontier of 1994. People 
have to understand that we are a coast-to-coast carrier. We 
are a niche carrier, but we now provide new Airbus aircraft, 
DirecTV on board, a good product, including food service, 
good fares, and we are a friendly airline. 


Figure 7.1 illustrates Frontier’s financial data over its 
years of operation through the third quarter of the fiscal 
year 2005. The first few years of operations represented 


Figure 7.1: Profitability of Frontier Airlines 
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a period of sustained losses. However, the leaders of 
Frontier, Addoms and Potter, orchestrated a strategy to 
make the young airline return a profit by reassessing the 
markets it served and constantly evaluating Frontier’s 
cost structure. 

When analyzing Frontier’s financial data, it is impor- 
tant to remember that the airline’s fiscal year ends on 
March 31 every year. Therefore, the effects of the terrorist 
attacks of September 2001 can be seen only in the second 
quarter of Frontier’s fiscal year 2002. Despite turbulence 
in its early years and also during the early part of the 
millennium, Frontier has managed to make forays into 
the realm of profitability after each drop in income. 
Frontier’s ability to rebound from its serious losses dem- 
onstrates sound management. Although its profits have 
fluctuated, Frontier has remained on a steady path of well- 
planned growth. 

In fact, the company grew from 180 employees in 1994 
to 4,200 in 2004.315 Frontier also increased its traffic from 
22.9 million revenue passenger miles in December 1994 
to 567.3 million revenue passenger miles in December 
2004. 

During the same time period, Frontier’s load factor 
increased from 49.8 percent to 70.6 percent. This repre- 
sents not only a vast expansion of service, but also an 
increase in the extent to which Frontier has been able to 
use its aircraft. The airline currently operates 48 aircrafts 
to 42 destinations. However, as Frontier expands, it is 
adamant about not losing its friendly neighborhood 
culture. 

“We’re more structured these days, but our heart is still 
intact,” said Dianne Willmann, Director of Advertising. 
Eberwein, Frontier’s Vice President of Communications, 
noted that the airline’s philosophy has always emphasized 
that customer service must go hand-in-hand with low 
fares, and not to be inhibited by them. She added, “We offer 
low fares, but we don’t crowd people in our planes like 
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cattle. Our philosophy has always been to keep it simple.”3!6 
Frontier plans to continue to grow while providing its 
customer good service and affordable fares. 

Something about this two-pronged approach has seemed 
to work for Frontier. On the one hand, the company 
focuses on cutting costs and maintaining a tight cost 
structure, thus allowing it to slash fares. On the other, the 
airline emphasizes customer service; it focuses on mak- 
ing the Frontier travel experience as attractive as pos- 
sible. While executing these objectives, Frontier projects 
its image in the marketplace by stressing both these 
aspects. This image appeals to both the budget traveler as 
well as the traveler looking for a comfortable flying expe- 
rience. The result is a thriving start-up airline in the hub 
of a major competitor. 

It helps that United has been in bankruptcy for three 
years. As part of its plan to emerge from bankruptcy, 
United is looking for ways to reduce its costs and has 
indicated that it might reduce its service in Denver and 
concentrate on its other hubs. Accordingly, Frontier would 
be the likely primary beneficiary if United cuts back its 
operations in Denver as Delta did in Dallas. 


= AirTran Airways: Overcoming 
Tragedy to Become an 
Industry Leader 


Chapter 


VALUJET AIRLINES: PREDECESSOR TO AIRTRAN AIRWAYS 


FLORIDA’S TOURISM industry attracted tens of thousands 
of travelers a year in the early 1990s. Most of the tourists 
flying from Atlanta to Florida had little choice but to fly 
Delta Air Lines, although its fares had sharply increased 
in recent years. As Delta’s fares climbed, tourists began 
looking for other means of traveling to their Florida re- 
treats, and some opted either to drive or fly small charter 
airlines. The under-served price-sensitive segment of 
the market provided an opportunity for a small discount 
airline to come in. 

Four industry veterans founded ValuJet in 1993: Robert 
Priddy, Lewis H. Jordan, Tim Flynn, and Maurice Gallagher. 
Priddy had 11 years of experience with airlines, including 
eight years with Atlantic Southeast Airlines of which he 
was a co-founder.®!” Jordan had 30 years experience in 
the industry, including a term as president of Continental 
Airlines.°!8 Flynn and Gallagher were two of the co-founders 
of WestAir, a California-based regional airline. The four 
originally planned to set up a charter service airline, but 
after observing the operations of Morris Air, a low-cost 
carrier later acquired by SW, decided to offer scheduled air 
service instead. 
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ValuJet marketed itself to leisure travelers who would 
otherwise drive to their destinations in Florida. In Jordan’s 
words, the airline sought to lure “some of the 20-million 
vacationers who drive to Florida every year out of their 
cars and into a DC-9 for less than $100.” To help keep costs 
low, ValuJet acquired two inexpensive old DC-9s from a 
fleet of jets retired by Delta Air Lines.?!9 To attract leisure 
passengers, the airline cultivated a laid-back cabin atmo- 
sphere with flight attendants wearing golf shirts, khakis, 
and tennis shoes. Leather flying jackets were part of the 
pilot’s uniform. ValuJet offered free soft drinks and pea- 
nuts, and hard drinks could be purchased.°?° Like SW, it 
allowed passengers to seat themselves on a first-come- 
first-serve basis.°?! 

The airline started operating on October 26, 1993 with 
two old DC-9s making eight flights a day from Atlanta to 
three Florida destinations.®22 Its $49 fare was much less 
than what the major airlines charged to these destina- 
tions. Delta, the largest carrier flying from Atlanta’s 
Hartsfield International Airport, initially matched ValuJet’s 
fares hoping to drive the fragile start-up airline out of 
business, as was the practice of the old established air- 
lines. However, Delta raised its fares after finding it was 
losing profits from lucrative connecting traffic through its 
Atlanta hub. Nor did Delta increase its capacity on ValuJet’s 
routes, as other major airlines often did, to keep the small 
discounter from gaining enough traffic to make a profit. 
As ValuJet gained popularity in the following years, the 
consequences of these decisions began to plague Delta in 
the form of decreased business and leisure traffic. 

ValuJet capitalized on an unmet demand of leisure 
travelers seeking low-fare flights to Florida. The airline 
generated a profit in its second full month of operation, 
bolstered by the southward winter travel rush. In docu- 
ments filed with the US Department of Transportation 
prior to starting operations, the founders projected ValuJet 
would make an initial annual profit of $142,000.°?% 
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Instead, it produced a $20.7 million profit in its first year, 
a feat that took SW eight years to achieve. 

ValuJet grew extremely fast and increased its fleet to 
29 DC-9s by June 1994. The average age of the planes— 
all retired jets from Delta—was 20 years.°24 By November 
1994, a week after its first anniversary, ValuJet had 
extended its service to 17 cities in the Southeast, includ- 
ing three new Florida destinations: Fort Lauderdale, West 
Palm Beach, and Fort Meyers. Its other 11 destinations 
were distributed such that it served, at most, two cities 
in each state.°25 ValuJet’s second-year fourth-quarter 
profit topped $20 million.2° Growth continued at a very 
rapid pace, and in June 1996 ValuJet flew 51 DC-9s to 31 
destinations.327 

ValuJet was able to expand rapidly since its service and 
fares met the needs of a large under-served leisure market. 
In December 1995, Jordan estimated that 75 percent of 
ValuJet’s business came from its target market of leisure 
travel and 25 percent were business passengers. Busi- 
ness travelers were a major target market of the large 
airlines and they were upset to lose these customers to 
the discount airline. ValuJet closely monitored its expen- 
ditures, especially labor costs, so that it could provide low 
fares to attract price-sensitive leisure travelers. Its pilots 
earned between $42,000 and $45,000 a year, plus a maxi- 
mum bonus of $20,000 and stock options. Its pay system 
was also time-based, so pilots and flight attendants were 
paid less if their flight was cancelled.%?° 

ValuJet had acquired nearly all the available used DC- 
9s by the end of 1995, but this very successful discounter 
wanted to continue to expand and needed to acquire more 
airplanes. Thus, ValuJet placed an order with McDonnell 
Douglas for 50 MD-95-30ERs, which flew longer distances 
than its existing fleet of old aircraft. The $1 billion order 
included options for 50 more aircraft and made ValuJet 
the launch customer for the MD-95 program. The airline 
planned to begin receiving the new jets in mid-1999, but 
perhaps this was not quite soon enough.??9 
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DISASTER STRIKES: THE CRASH OF VALUJET FLIGHT 592 


On June 10, 1995, ValuJet Flight 597 was taxiing in 
preparation for takeoff when one of the DC-9’s fuselage- 
mounted engines burst into flames. Pieces of a compres- 
sor disk penetrated the passenger cabin and seven people 
were injured in the incident. The Federal Aviation Com- 
mission carefully studied the incident. FAC officials an- 
nounced that they had observed no shortfalls in ValuJdet’s 
maintenance practices, and the airline continued busi- 
ness as usual. Almost a year later, the airline was in the 
news again, and this time for a much more serious failure 
that would have far-reaching consequences. 

On May 11, 1996, ValuJet Flight 592 crashed into the 
Florida Everglades, killing all 110 people aboard. Investi- 
gators determined that the DC-9 was carrying 119 suppos- 
edly empty oxygen generators in its forward cargo hold. 
The generators are commonly used on passenger aircraft 
to produce oxygen for air masks.°°° However, ValuJet was 
not authorized to carry the generators as cargo.°3! During 
the flight, oxygen gas was released in the cargo area, 
generating heat in excess of 500°F that created an explo- 
sion sending the plane into a fiery crash. None of the 
oxygen generators carried by Flight 592 had safety caps, 
which could have prevented them from heating up due to 
turbulence during the flight. ValuJet was shipping the 
generators from a Florida maintenance shop to Atlanta for 
refurbishment. Following the crash, the airline contended 
the canisters were indeed mislabeled “empty” by one of its 
maintenance subcontractors.°92 

Even before the crash occurred the Federal Aviation 
Administration (FAA) was investigating ValuJet. A 120- 
day re-certification inquiry had been prompted by an 
internal memo dated February 1996 that stated that 20 
of the 48 violations ValuJet had incurred since 1993 were 
still unresolved. In the wake of the Everglades crash, the 
FAA increased its scrutiny of the carrier and made some 
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disturbing discoveries. For example, the weather radar 
system of one airplane had been reported defective over 
30 times before it was repaired. Another airplane had 
been flown seven times with a defective windshield, cre- 
ating a risk of sudden decompression.**% Investigators 
also reported deficiencies in the airline’s quality control 
of the work performed by its numerous maintenance 
subcontractors. In addition, they found the airline’s own 
maintenance operation was not appropriately staffed. 

Although the FAA did not determine inadequate main- 
tenance to have been a factor in the crash of Flight 592, 
it required ValuJet to shut down in June 1996. This 
shutdown was due to evidence showing the airline had 
knowingly flown aircraft with maintenance problems. The 
management agreed to suspend operations, since the FAA 
could have shut it down without its consent.%°4* The once 
rapidly growing and highly successful discounter an- 
nounced plans to lay off all but a few employees. Jordan 
still remained optimistic that ValuJet would begin oper- 
ating again within a month. Valudet’s stock dropped 35 
percent the day after the announcement.9%° 

The FAA stipulated specific changes that the airline 
had to make before resuming operations. Before the 
accident, ValuJet used 60 maintenance subcontractors 
and 14 heavy maintenance contractors, prompting critics 
to call it a “virtual airline.” The FAA directed ValuJet to 
reduce the number of contractors under its employment 
to 43 and 9, respectively. Because it had procured used 
planes, ValuJet operated aircraft with 11 different cockpit 
configurations. Thus, the FAA required that cockpits be 
redesigned so that each airplane would have the same 
layout. ValuJet was also asked to increase its oversight 
of the maintenance performed by contractors. In order to 
ensure it began performing industry-standard mainte- 
nance, the FAA assigned four more inspectors to the 
airline, bringing the total number to seven. 


178 Deregulation and Competition 


Unfortunately, ValuJet took slightly longer to get back 
on its feet than Jordan had hoped. The airline obtained 
recertification after a 58-day review on August 29, 1996.3°° 
At the end of September, ValuJet returned to the air with 
$19 fares and limited service from Atlanta to Fort Lauder- 
dale, Tampa, Orlando, and Washington, D.C. Over the 
following three weeks, it reintroduced flights to 12 more 
cities. ValuJet’s network included 26 cities before the 
crash. The airline’s records showed that on April 30, 1996, 
it had $254 million in cash, a cushion it used to offset the 
losses incurred by offering such low introductory fares. 337 
In the months since the incident, the public had come to 
associate the age of ValuJet’s fleet (which had increased 
to an average of 25 years by May 1996) with the crash of 
Flight 592. Although unfounded, this connection would 
prove to be the greatest obstacle to ValuJet’s comeback 
efforts. 

After the crash, the airline’s bookings dropped 42 per- 
cent below their prior level. As a consequence, ValuJet 
incurred a loss of $41 million in 1996 and began looking 
for another airline to merge with that would provide an 
opportunity to change its name. The carrier twice at- 
tempted to merge with Indianapolis, Indiana-based Ameri- 
can Trans Air, but was rebuffed by ATA founder George 
Mikelsons.?38 A little more than a year after the crash of 
Flight 592, ValuJet successfully negotiated a merger with 
AirTran Airways, a Florida-based airline launched in 
October 1994. 

AirTran initially provided service from Orlando Inter- 
national Airport to Hartford, Connecticut; Huntsville, Ala- 
bama; Knoxville, Tennessee; Newburg, New York; and 
Providence, Rhode Island.*°° The airline started with two 
737-200s.°*49 “Our whole business plan is targeted at 
Orlando and the leisure traveler,” said John Horn, Presi- 
dent and CEO of AirTran, in late 1995.94! The airline’s 
model was to provide non-stop service between Orlando 
and major cities that did not then have non-stop service to 
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Orlando.?42 Like ValuJet, AirTran contracted out its 
maintenance in order to keep costs down; it also con- 
tracted with larger carriers for baggage handling and 
ticketing, perhaps making it more of a “virtual airline” 
than ValuJet.**° Its low fares caught the attention of 
vacationers, and by its first anniversary, AirTran had 
expanded to 17 cities and a seven-plane fleet.34+ 

ValuJet acquired AirTran through a $61 million stock 
swap and the two airlines’ combined network included 46 
destinations and 238 daily flights.°45 ValuJet announced 
it would change its name to “AirTran Airlines.” In October 
1997, the new AirTran introduced itself with a fresh 
marketing slogan “It’s something else.”34° 


In the Shadow of ValuJet 


After the merger, AirTran had difficulty maintaining its 
60-percent break-even load factor and was forced to dis- 
continue service to its most unpopular destinations. A 
preliminary FAA report published in January 1998 alleged 
it had uncovered new safety infractions within the air- 
line. As a result, AirTran’s stock dropped, traffic slowed, 
and its attempts to win back passengers along ValuJet’s 
former routes were hurt.**” AirTran increased its 1998 
advertising budget by nearly 100 percent over the prior 
year, but it had little effect.4° After the crash, it reported 
11 consecutive quarterly losses before reporting a profit 
in the second quarter of 1998.°49 But that was only a 
temporary improvement and AirTran reported a $40 mil- 
lion loss for all of 1998.350 

Part of the airline’s difficulties stemmed from its opera- 
tions out of Atlanta’s Hartsfield Airport, Delta Airline’s 
home turf. After ValuJet established itself and began 
attracting a following, Delta started matching its fares and 
continued to do so after the merger with AirTran. Accord- 
ing to a Department of Transportation study, fares at 
Hartsfield dropped an average of 43 percent when AirTran 
started flying. Delta’s network was big enough to allow it 
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to take a hit on certain routes from Atlanta, while it made 
money on most of its other routes where it did not compete 
with AirTran. AirTran filed a complaint with the Depart- 
ment of Transportation, charging that Delta was using pre- 
datory pricing to hurt its recovery and stop its expansion.°°! 

Some outside observers blamed AirTran’s management 
for the airline’s poor performance, and most agreed 
changes were needed. In early 1999, AirTran’s board hired 
airline veteran Joseph Leonard as President and Chair- 
man of the company, replacing Dr Joseph Corr and Robert 
Swenson, respectively.°°? Before joining AirTran, Leonard 
had held executive positions with American Airlines, 
Northwest, and AlliedSignal.°°? He had worked outside the 
airline industry for 10 years, but his most recent expe- 
rience with the airline business was as Vice President of 
Operations for Eastern Airlines, just before and during its 
bankruptcy.°°4 

Leonard, in his new job, had the tough assignment of 
winning concessions from unions, and Eastern declared 
bankruptcy when Leonard could not reach an agreement 
with striking pilots and machinists.°°> He could have 
appeased the unions and kept the airline afloat for a time, 
but he decided this was the wrong thing to do. Meeting the 
strikers’ requests would have only allowed Eastern to stay 
in business long enough to go bankrupt from high costs. 
Leonard brought this certainty and fidelity to the bottom 
line with him when he became president of AirTran. 
Robert Fornaro succeeded him as president in March 
1999, and Leonard became Chairman and Chief Executive 
Officer of the airline.3°6 


AIRTRAN’S COMEBACK: MARKET EXPANSION, 
New PLANES, AND Lower Costs 


AirTran needed to define itself as being distinct from 
ValuJet. On August 8, 2000, the cockpit of AirTran Flight 
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913 filled with smoke. The plane, a DC-9 built in 1970 
for Turkish Airlines and later acquired by ValuJet, had 
to turn back.*57 On November 29, 2000, smoke entered 
the forward galley of AirTran Flight 956, forcing it to make 
an emergency landing. With the National Traffic and 
Safety Board (NTSB) officials out of view but still on site, 
AirTran employees cleaned the soot off the DC-9’s fuse- 
lage after the crew and passengers had been evacuated. 
NTSB Chairman James Hall alleged this constituted 
tampering with a federal investigation and noted that the 
incident had similarities to the crash of ValuJet Flight 
592.958 Such incidents threatened to make the name of 
the floundering airline synonymous with that of its 
predecessor. 

AirTran implemented a number of changes to assist in 
its recovery. It started reaching out to business travelers 
who are the most lucrative segment of the airline busi- 
ness. It developed cost-saving contracts with smaller 
businesses that were more price-conscious than larger 
firms. But AirTran was also able to develop favorable travel 
agreements with some larger Atlanta-based businesses 
including Home Depot, Coca-Cola Company, and BellSouth. 
To further assist its comeback, AirTran introduced its A- 
Plus frequent-flyer program which allowed its customers 
to earn free tickets more quickly than its competition. 
With its A-Plus Rewards program, its customers earned a 
free roundtrip ticket for every six business flights or 
twelve coach flights.°59 To make the program even more 
attractive, AirTran customers could redeem their fre- 
quent-flyer miles to fly on other airlines serving markets 
where it did not provide service.©° The airline also began 
a marketing campaign targeted at the business commu- 
nity. As a consequence of several new programs, AirTran’s 
business traffic doubled in 1999 from the previous year. 
A side effect of serving more business passengers is that 
it helped rebuild the airline’s image.%°! 
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In 1999, AirTran started taking delivery of one new 
Boeing 717 a month. The Boeing 717s helped AirTran 
distance itself from its old DC-9 fleet whose reliability had 
been hurt in the wake of the Everglades crash and other 
smaller incidents. The purchase of the new jets reduced 
the average age of its airline’s fleet from 22 years in the 
late 1990s to three years in 2003. AirTran then had one 
of the newest fleets in the industry, a fact that it proudly 
promoted and which helped rebuild its image.°°? The new 
fleet of Boeing 717s proved tremendously useful in lower- 
ing costs and strengthening the airline. The fuel con- 
sumption of the 717 was 24 percent less than the old DC-9. 
In addition, the 717s were much cheaper to service, and 
maintenance costs decreased by 37 percent.°6 

To lower costs further, AirTran became one of the first 
airlines to develop online ticketing, and by September 
2000, the airline was obtaining one-third of its revenue 
through its website. In late 2000, a ticket booked online 
cost the airline 40 cents while one booked through a travel 
agent cost it over $9. The difference arose from the 
processing costs and commissions paid when booking a 
flight through a travel agent.°®* To lower reservation desk 
costs, the airline began investigating an automated tele- 
phone reserve system that would use voice recognition to 
handle calls, allowing a reduction in the labor necessary 
to run the system. The automated telephone reserve 
system was implemented and it not only reduced costs, but 
provided customers quicker service as well.°°° 

One of the most important moves made by Leonard and 
Fornaro was to develop a hub at Hartsfield International 
Airport. AirTran reduced routes that did not fly through 
Atlanta, like Chicago-Washington, Boston—Washington, 
and Boston-Philadelphia, and added flights from Atlanta 
to Newark, Gulfport-Biloxi, and Myrtle Beach. The strategy 
worked, and by mid-2000, flights from Atlanta accounted 
for over half of AirTran’s business. The discounter become 
the second largest carrier behind Delta, providing flights 


AirTran Airways 183 


to and from Atlanta. In the coming years, AirTran would 
use its hub at one of the world’s busiest airports to fly 
routes that would not be as viable on a direct basis. 

While many of its cost-cutting moves took place behind 
the scenes, some of them were quite obvious to passen- 
gers. For instance, AirTran kept costs low by installing 
used furniture at its gates. This practice prompted pas- 
senger Jim Hightower to remark, 


If Atlanta’s Hartsfield is their main hub—and they’d like to 
woo business travelers—they need to rethink their gate 
accommodations. Their waiting area is sparsely populated 
with what appears to be various styles of uncomfortable 
seats given away at dead-airline yard sales.°°° 


But under the new management team, AirTran had 
renewed its dedication to providing travel at a low price. 
As Leonard said in 2001, “We have a very simple product. 
We don’t try to pretend that we are an in-flight dining 
room.”367 


Riding out the Recession 


From early 1999 to late 2001, AirTran posted 10 consecu- 
tive quarterly profits. According to a government report, 
the discounter saved Atlanta passengers $700 million in 
2000 alone.*68 Due to the recession in 2001 and the 
terrorist attacks on September 11, 2001, airline demand 
fell sharply and remained sluggish in 2002. The six major 
airlines all reported large losses due to the weak demand 
for airline service, and major carriers like United Airlines 
and US Airways declared bankruptcy. However, AirTran 
continued to grow at rates comparable to those before the 
slowdown, due to its low-cost operations model.°°? 

A major component of AirTran’s discount model is lower 
labor costs. For example, in 2002 AirTran paid experi- 
enced pilots an annual salary of $136,000 as against 
$203,000 at American. Similarly, experienced AirTran 
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mechanics received $56,000 per year while American 
paid $72,000.79 AirTran also cross-trains its employees 
so they manage tasks in different areas, which also 
increases worker productivity.?’! Nonetheless, AirTran 
maintains good relations with its workforce, allowing it to 
secure temporary concessions after the 2001 downturn. 
AirTran negotiated an agreement with the National Pilots 
Association for a reduction in minimum guaranteed flight 
times and salaries. In exchange for the agreement, which 
provided for a 22 percent reduction in pilot-related costs, 
AirTran promised not to lay off any pilots. Mechanics also 
took a temporary 20 percent cut.’ In contrast, the legacy 
carriers released thousands of personnel in order to cut 
their losses. 

AirTran has also reduced its operating costs via less 
expensive Internet reservations, which have continued 
to grow with fewer flights booked through costly travel 
agents. By the end of 2002, Internet business accounted 
for 56 percent of its overall bookings.°7? Since then, 
AirTran has continued to increase its online business 
presence. In an effort to reduce fuel costs, AirTran in- 
stalled carbon-fiber seats that weighed 80 pounds less per 
six-seat row than the standard seating.°’* While major 
airlines like United tried and failed to hedge fuel pur- 
chases, AirTran’s strong financial situation allowed it to 
hedge a large percentage of its fuel at rates below market 
value in 2002.375 

The airline also introduced broad changes to appeal to 
all its passengers. By April 2002, AirTran had set up 
curbside check-in service at Hartsfield and planned to 
expand the service to Orlando, Baltimore, and other high- 
traffic departure points.378 In early 2004, in an apparent 
response to low-cost rival JetBlue’s addition of satellite 
radio and DirecTV to its aircraft, AirTran reached an 
agreement with XM Satellite Radio for the installation of 
100 channels of service in each seat of its aircraft, and 
offered the service to its passengers free of charge.377 
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Major airlines continued to support their inefficient 
business practices with loans from the newly established 
Air Transportation Stabilization Board and from suppliers 
of major airlines. The four major bankrupt airlines have 
continued to operate with government assistance. In 
2004, Leonard testified before the US House of Represen- 
tatives Aviation Subcommittee on the industry’s health. 
He stated: 


[through] some actions, the government is postponing the 
day of reckoning for aviation business models that no longer 
work. We should keep the exit doors open and let the 
inefficient carriers (low or high cost) fail. No revival of the 
economy, no dip in fuel prices and no waiver of restrictions 
on mergers and alliances will save the day. The best thing 
Congress can do to improve the health of the industry is to 
encourage business efficiencies, refrain from targeted sub- 
sidies, and level the competitive playing field.378 


According to Leonard, AirTran’s business model was 
successful because it was efficient and low-cost while 
providing quality airline service. It was the right way to 
do business at the right time. 


RAPID NETWORK GROWTH 


Spurred by the transition to the Boeing 717s, its increased 
capacity, and the stumbling of its competitors, AirTran 
entered a stretch of swift development between 2001 and 
2004. Over these four years, the airline restructured and 
expanded its east coast operations, developed agreements 
with feeder airlines, grew into the Midwest, began flying 
nonstop across-country, and placed an aircraft order that 
could double the size of its fleet. And all this happened 
while the major airlines were running losses of $30 billion. 

In 2001, US Air shut down MetroJet, its low-cost “airline 
within an airline”, causing its total daily departures from 
Baltimore-Washington International to drop from 154 to 
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26.979 AirTran moved in and took over five of MetroJet’s 
old gates, making Baltimore its third new city in 2001. By 
mid-2003, AirTran was flying 26 flights a day out of 
Baltimore.?°° 

In 2002, AirTran began to expand into the Midwestern 
leisure travel market. The airline had begun serving 
Akron-Canton Regional Airport in 2000 with one weekend 
flight to Orlando, but in 2002, it began flying that route 
daily while adding four daily flights to Atlanta.3°! In the 
spring of that year, AirTran added Saturday-only service 
from Flint, Michigan, to Orlando.*°? That summer, the 
airline announced it would start flying from Milwaukee to 
Atlanta and Orlando. It also planned to add flights to Tampa 
and Fort Lauderdale in the fall.%°° The flights to the 
Midwest, which were much longer than AirTran’s east 
coast routes, pushed the upper range of the B717. To 
provide more flights to the west coast, the airline would 
either need to build a new hub airport to refuel its air- 
planes, or it would need to acquire airplanes that flew 
longer distances. 

In May 2003, AirTran began two daily nonstop flights 
from Denver to Atlanta using its Boeing 717s, the longest 
flight the airline could serve with its B717s.3°4 When it 
began nonstop service from Atlanta to Las Vegas and Los 
Angeles later that year, AirTran leased two Airbus A320s 
from Ryan International Airlines of Wichita, Kansas.3°° 
Realizing it would be costly and unreasonable to continue 
expansion into the West with leased aircraft, in mid-2003, 
AirTran placed an order with Boeing for 50 B737s, with 
options for another 50, and also ordered another 14 
B717s.°°%° The B737s have larger capacity and fly longer 
distances than the B717s. AirTran took delivery of its first 
B737 in June 2004, just in time to pick up the traffic on 
some of the longer B717 routes. The B717s removed from 
those flights were deployed to carry traffic formerly served 
by its one-time feeder airline, JetConnect. The new air- 
craft order could double AirTran’s fleet by 2008. 
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AirTran’s last major expansion into the Midwest oc- 
curred when it began to fly to Dallas-Fort Worth Interna- 
tional Airport, the fortress hub of the venerable American 
Airlines. In the summer of 2003, Continental Airlines 
moved its operations at Dallas-Fort Worth so that its four 
gates would be closer to those of alliance partners Delta 
Airlines and Northwest Airlines.°8’ AirTran picked up 
three of those gates later that year, enabling it to increase 
its flights per day out of Dallas-Fort Worth from six to 24 
between 2001 and 2004.388 New routes included daily 
service to Las Vegas, Los Angeles, Baltimore, and week- 
end service to Fort Lauderdale.3°9 

When AirTran began service to Dallas, American Air- 
lines serviced 70 percent of Dallas-Fort Worth’s traffic. 
Dallas was also one of the smaller hub airports of Delta 
Airlines. Both airlines had been charging high fares due 
to the lack of low-fare competition. In response to AirTran’s 
route additions, American dropped fares on all destina- 
tions from Dallas that were served by AirTran. American 
described the reduced fares as a new structure, dissuad- 
ing any perception that the airline was offering a tempo- 
rary fare sale.°9° In October 2004, Delta Airlines, which 
had been operating 254 flights a day to 66 cities from the 
airport, announced it would reduce its Dallas operations 
to 21 flights per day to three cities. Delta executives 
admitted that AirTran’s entry was a factor contributing to 
the discontinuation of service to its hub operations in 
Dallas.391 


PUBLIC—PRIVATE PARTNERSHIPS, SUBSIDIES, AND TRAVEL BANKS 


During its Midwest expansion, AirTran had been entering 
new markets dominated by the major airlines. When this 
happened, the incumbent carrier usually slashed fares 
and added capacity to prevent AirTran from succeeding. 
Having given up on filing complaints to the Department of 
Transportation regarding predatory pricing, AirTran began 
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asking cities with especially high fares to provide financial 
support for two years until it became established. AirTran 
used the additional funds to help sustain its operation long 
enough to develop a reputation in the new cities. If, after 
two years of subsidized service, AirTran was unable to 
develop enough business to sustain its new service, it 
would withdraw from the market.°9” Leonard explained in 
2002: “We don’t go into a partnership unless we think we'll 
be successful. We’re just protecting ourselves against 
cities saying they want us—a lot of cities do—but then don’t 
fly us because the Majors match our fares.” The airline 
deployed this strategy in multiple cities; among them 
being: Tallahassee, Newport News, and Wichita. 

AirTran began flying to Tallahassee in November 2001 
when the city, beleaguered by high fares from existing 
carriers, offered a $1.5 million revenue guarantee. Tal- 
lahassee also paid $600,000 in advertising and granted 
AirTran preferred airline status for government employ- 
ees. It was the airline’s first foray into subsidized service. 
Upon AirTran’s entry into the market, Delta slashed fares 
to compete. AirTran ran a deficit of $2.4 million in the first 
two and a half months and requested the entire $1.5 
million guarantee. In April 2002, a city audit found that 
only 16 percent of Tallahassee business travelers were 
flying AirTran. The audit also showed that city employees 
were not consistently submitting written justification for 
flying other airlines.°9° Tallahassee renewed AirTran’s 
revenue guarantee for the second year. In mid-2003, the 
Tallahassee Democrat newspaper reviewed the travel 
records of high-ranking city officials and found that they 
traveled AirTran for just over half of their flights.394 
AirTran did not request for subsidy in the third year; traffic 
declined, and it pulled out of the city citing excessive 
operational costs. During AirTran’s nearly three years of 
operation in Tallahassee, it was estimated that the air- 
line saved local travelers $75 million, much more than 
the $3.6 million in subsidies paid by the city.°9° 
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In early 2002, AirTran began flying from the high-fare 
hot-spot Newport News, Virginia, to destinations in New 
York and Florida.°°° The airline had secured a revenue 
guarantee of up to $1.6 million for the first year. The terms 
of the guarantee stipulated that the city cover all daily 
shortfalls on AirTran’s two round-trip flights to New York. 
AirTran reached a new agreement with Newport News for 
its second year of operations—the maximum aid was 
capped at $975,000 with an additional $225,000 available 
should AirTran add a third flight to New York. Instead of 
continuing with the old system, the new agreement guar- 
anteed daily average revenue.®9 AirTran added the third 
flight to New York in April 2003.°9° As of mid-2005, the 
airline has served four cities from Newport News. 

AirTran’s began its first flight from Wichita on May 8, 
2002. It initially flew three daily nonstop flights to Atlanta, 
and two daily nonstop flights to Chicago. Before it arrived, 
Wichita’s fares were among the highest in the country. 
AirTran began service as part of a program called “Fair 
Fares,” a local effort to eliminate excessive fares for 
service from Wichita. Wichita offered AirTran a first-year 
subsidy of $3 million, a second-year subsidy of $1.5 mil- 
lion, and $600,000 for advertising. It collected non-binding 
pledges of $3.7 million from local businesses.°99 Fares at 
Wichita’s Mid-Continent Airport dropped significantly when 
AirTran began service. One major airline sharply reduced 
its fare by $1200 on its Wichita-Tampa route and another 
cut nearly $1000 from its round-trip walk-up fare to 
Chicago.1°° 

AirTran lost $732,000 in its first month of operations, 
and by August it had used almost the entire first-year 
subsidy.*°! AirTran cited start-up costs and light passen- 
ger response for its large losses.4°? More people were 
flying, but they were taking the reduced rates offered by 
the major airlines. By December 2002, business travelers 
had spent only $885,000 of the $3.7 million they had 
pledged during the first year. Due to an insufficient 
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number of passengers, AirTran dropped its Chicago routes 
in January 2003, and withdrew its mid-day Atlanta flight 
in March 2003.19 As AirTran began its second year, it 
lamented the lack of business travelers: “There are al- 
ways people wanting to fly to Florida for $99, but we need 
more than that,” said AirTran spokesman Tad 
Hutcheson.1°4 

AirTran used its entire second-year subsidy as well, 
although at a slower rate than in the first year. The city 
determined that, as of May 2004, only 40 percent of the 
companies that had offered pledges actually honored them. 
Due to the presence of AirTran, it was estimated that 
traffic increased 33 percent and fares declined by 30 
percent.*°5 Wichita renewed AirTran’s subsidy to the tune 
of $2.5 million, with the provision that it increase its 
number of Atlanta-bound flights to three.4°° The city 
calculated that in its first year and a half of operations, 
AirTran saved Wichita travelers $67 million.4°7 

In order to expand into the most lucrative markets 
dominated by the major carriers while still maintaining 
its competitive edge, it was necessary for AirTran to seek 
backing to compensate for competitors’ fare-slashing, 
capacity-adding tactics. Out of 40 cities serviced by AirTran 
in 2002, nine of them had revenue agreements with the 
airline.108 

In early 2004, having added 10 cities over the past three 
years, AirTran slowed its expansion to new cities in order 
to focus on building point-to-point connections within its 
existing network. Point-to-point service without flying 
through major hub cities was a key to AirTran’s success, 
but also contributed to a decrease in AirTran traffic 
through its main hub in Atlanta. For instance, 90 percent 
of AirTran’s flights passed through Atlanta in 2001, while 
only 69 percent did so in 2005. However, AirTran resolved 
to continue flying a significant number of flights through 
Atlanta. Vice-President of Planning and Sales Kevin Healy 
said that, “no matter how far down the road you look, 
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Atlanta will still be our biggest hub and our biggest pres- 
ence.” Hartsfield International Airport was one of the 
country’s least expensive airports at which to land; its 
passenger-landing fee was $2.50—much less than that 
charged in Baltimore, Los Angeles, and Miami.*° 

In 2004, AirTran withdrew from Piedmont Triad Airport 
in Greensboro, North Carolina.*!° At the same time, it cut 
its Myrtle Beach service to provide service only from 
March to August.*!! Watchful of overextending itself, the 
airline also decided not to expand in some of the areas it 
had earlier considered. In 2004, business leaders in 
Charleston raised $4.4 million in travel pledges and se- 
cured a $1 million federal grant to bring AirTran to the 
city, but the airline declined to add the service.*!2 By this 
time, AirTran was serving 45 cities through its 531-flight 
network.*!% 


AIRTRAN TODAY 


In the late 1990s and early 2000s, AirTran’s low-cost 
business model gave it an advantage over all the major 
airlines. And, as a result of its expansion, AirTran in- 
creasingly heightened competition with other low-cost 
start-up and established airlines. For instance, in 2004, 
Independence Air—the successor to Delta and United’s 
regional carrier Atlantic Coast Airlines—began operating 
as a separate low-cost airline. The regional jet operator 
entered some markets with walk-up fares up to 70 percent 
below AirTran’s; it offered $59 fares from Atlanta to Wash- 
ington, one of AirTran’s most profitable routes. “The $59 
fare is one of the silliest things I have ever seen,” declared 
AirTran President and Chief Operating Officer Fornaro, 
although AirTran’s predecessor, ValuJet, had entered the 
Atlanta-to-Washington market with $59 fares. As it had 
forced its competitors to do so often in the past, AirTran 
matched Independence Air’s rate, spoiling profits on the 
route. 
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AirTran also began to face revitalized competition from 
the major carriers.*!4 Biggest rival, Delta, imposed a 32.5 
percent pay reduction on its pilots and a 10 percent cut 
on its flight attendants in November 2004. Between 2002 
and 2004, it had reduced operating expenses by $12 billion 
in order to compete more successfully with the rising 
number of low-cost carriers.*15 

AirTran’s network expansion has also led it to compete 
against SW, the established low-cost market leader. In the 
fall of 2004, ATA filed for bankruptcy protection. AirTran 
offered $90 million for ATA’s 14 gates at Chicago’s Midway 
Airport in November of the same year. SW already oper- 
ated a sizeable number of gates at Midway and made a last- 
minute bid for ATA’s properties. The bankruptcy court 
ultimately approved its $117 million code-sharing deal 
over AirTran’s proposal.*!® AirTran had been flying in 
SW’s markets for some time, but usually via larger and 
more congested airports than those SW used. If approved, 
AirTran’s deal with ATA would have allowed it to make 
Midway into a miniature hub under SW’s nose. Instead, 
SW’s acquisition of ATA’s gates allowed it to add 18 flights 
to its Chicago operations.*!” Both airlines were hesitant 
to confront the other because in doing so, they would lose 
their low-price advantage. However, the two will surely 
meet in other battlegrounds as they expand their net- 
works in the coming years. 

Since its establishment in 1993, AirTran has helped 
usher in a new era for the airline industry due to the 
revamped competition it faced from major airlines such 
as Delta. It has strengthened its position as a discount- 
travel icon. At the beginning of 2005, AirTran had lowered 
its costs for 12 consecutive quarters. However, things 
have changed at the airline over the years. In a move to 
appeal to corporate travelers, both SW and AirTran have 
begun offering hotel-booking and car-rental services 
through their websites.*!8 Now, unlike with ValuJet, busi- 
ness passengers account for half of the airline’s business. 
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The airline’s nonstop flights from Atlanta to San Fran- 
cisco, Las Vegas, and Los Angeles demonstrate its ex- 
panded service for leisure travelers while also luring 
business passengers. The airline continues to depend on 
its Florida leisure business, as evidenced by 2004’s espe- 
cially active hurricane season, causing AirTran’s 2004 
fourth quarter earnings to drop 95 percent from the pre- 
vious year, even with hedges in place to counteract rising 
fuel prices.4!9 

The airline has successfully emerged from the shadow 
of ValuJet. At AirTran’s behest, an FAA representative 
sits in on its morning operations meeting so problems 
may be addressed before they cause difficulties in the 
field.42° Although some observers of the industry have 
continued to remark on its “past life”, AirTran’s safety 
record has significantly improved. Today AirTran is mostly 
known for its execution of the low-cost model changing the 
face of the airline industry. 


Chapter 
Nine 


JetBlue Airways: The First 
Luxury Discount Airline 


IT IS hard to believe that a luxury discount airline exists 
in the industry that consumers continually rate as one 
of the most loathed businesses in America. But JetBlue’s 
founder and CEO David Neeleman has created a first-class 
discount airline with all-leather seats, individual seat- 
back monitors with satellite televisions, XM digital radio, 
spacious leg room, and large overhead storage bins. Its 
new fleet of airplanes is flown by flight crews who genu- 
inely enjoy serving their customers. The airline also has 
one of the best on-time performance records and has 
received the highest customer satisfaction rating. All of 
these frills come with a standard JetBlue seat at half the 
price that legacy airlines were charging five years ago. 
Peter Greenberg of NBC’s Today show sums it up in his 
comment that JetBlue “embraces two words that most 
airlines don’t: common sense.”4?! 

Although there is a stark contrast between Neeleman 
of JetBlue and Kelleher of SW, they seem to share “an 
uncanny knack for knowing when an opportunity is 
right.”422 JetBlue’s strong balance sheet and continued 
profitability after the airline started in 2000 serve as proof 
of Neeleman’s successful innovative skills. When asked 
about Neeleman and JetBlue’s success, CEO Dave Barger 
explains, “Neeleman takes notions that others dismiss 
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outright and implements them... impeccably.”4?3 In a 
hated industry where losses of legacy carriers continue 
to soar, JetBlue has broken the mould with its low costs, 
unmatched flying experience, and sustained profitability. 


THE MAKING OF AN AIRLINE GENIUS 


Much of JetBlue’s unparalleled success in the airline 
industry can be attributed to Neeleman’s strong service 
philosophy that permeates every level of the airline. His 
background and experience provided him with a philoso- 
phy that has contributed to JetBlue being the start-up 
airline sensation it is today. Neeleman’s childhood sheds 
light on a personal trait that would later become an 
integral part of his business savvy: focus on people. 
David Neeleman’s parents described him as being a 
person eager to please others. His first job was working 
at his grandfather’s convenience store, and he described 
David as one who did everything possible to please cus- 
tomers. Neeleman was raised as a devoted Mormon, and 
one of his first successful and most fulfilling social inter- 
actions came while working as a missionary in Brazil. 
Despite his eagerness to learn and work with people, 
Neeleman became easily bored and struggled in school. 
Neeleman’s struggle in school, however, did not hinder 
his entrepreneurial drive. In 1982, he read an article in 
The Wall Street Journal discussing airline deregulation and 
the potential it presented. He seized an opportunity tossed 
out by one of his college classmates and purchased some 
condominiums in Hawaii and started advertising them as 
an inexpensive getaway to an attractive tropical island. 
To fly customers to his tropical retreat, Neeleman began 
looking for a low-cost alternative to the main airlines that 
charged high fares. He started advertising trips to 
Hawaii that included accommodation and airline 
service provided by a small charter airline called Hawaii 
Express. Neeleman’s first business venture grew rapidly, 
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producing $8 million in sales in 1983—while he was still 
a junior in college. 

Hawaii Express then unexpectedly declared bankruptcy, 
and Neeleman lost all of his personal money as well as that 
of many travelers who had paid in advance. His Hawaii 
getaway business venture was over, and so was his first 
business undertaking. Neeleman contended that if he 
had more cash to allow him to find a new air service, then 
his travel business could have been salvaged. However, 
he learned a valuable lesson from his first business 
experience—he must have sufficient capital to take care 
of unexpected costs and financial blows. This lesson would 
prove to be invaluable for Neeleman and later help build 
JetBlue. 

After the initial bad taste of business subsided, 
Neeleman was approached by June Morris, a family friend, 
who was in the travel industry. He eventually agreed to 
join Morris at her Utah-based travel agency, and within 
no time, he was back selling discounted package tours 
with a charter airline service. While working for a branch 
of Morris’ travel agency (a division of Morris Air), Neeleman 
decided that he wanted to get into the airline business. 
He used his new colleague, Harvard Law graduate Tom 
Kelly, as a sounding board for potential business ideas. 
Neeleman was more interested in trans-continental routes 
and selling for less, than he was in becoming involved with 
the major airlines. Kelly explains, “If you want to know 
where the whole idea of JetBlue really got started, it was 
with our flights between Salt Lake and Los Angeles.”4?4 
Neeleman initiated the service for Morris Air from Salt 
Lake and this new airline service proved to be very 
successful. 

As Neeleman helped Morris Air grow, he began testing 
some of the business strategies that would later be em- 
ployed at JetBlue. He implemented a program to eliminate 
much of the tedious paperwork involved in buying a 
ticket and boarding the plane. Drawing on his Mormon 
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background, Neeleman saw an opportunity to cut costs 
while improving both employee and customer satisfac- 
tion. He also decided to use stay-at-home moms to make 
reservations and created a highly motivated, loyal group 
of “agents in fuzzy slippers.”4?° Another change he made 
with Morris Air was to introduce a version of electronic 
ticketing to lower costs even further. Neeleman devised 
a way for customers to pay in advance with a credit card, 
show up at the airport, identify themselves, and head to 
the gate. Upon arriving at the gate, passengers were given 
reusable plastic color-coded boarding passes—a cost-sav- 
ing technique out of Kelleher’s playbook.*?® 

Neeleman openly admits that he idolized Kelleher for 
his business know-how. He liked Kelleher’s point-to-point 
service because it produced faster turnarounds and more 
flying time compared to major airline hub-and-spoke 
systems. Neeleman used only one type of airplane ala the 
SW model. The point-to-point techniques contributed to 
minimizing costs and maximizing efficiency. However, 
Neeleman had no desire to copy everything from the SW 
model; he wanted to build a model that would also provide 
better customer service. Before Morris Air became a 
scheduled carrier in 1992, it was evident that Neeleman 
was determined to create an organization dedicated to 
providing superior customer service.*2” 

Morris Air fought its way through the courts and became 
a scheduled carrier rather than a charter carrier, in 1992. 
Shortly thereafter, Neelman decided to try to sell Morris 
Air. While business continued to do well, the company still 
needed to raise more capital. In addition, June Morris was 
sick and wanted to get out of the business. Since the 
airline was modeled after SW, it began negotiations with 
Kelleher of SW to buy Morris Air. The two airlines had a 
great deal in common—they operated the same airplanes 
and both provided point-to-point service. Furthermore, they 
competed in different markets and both had a “customer- 
focused culture.”478 The deal was done—Morris Air 
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was sold to SW in late 1993 for $129 million in stock. In 
addition, “Neeleman was promised a prominent role in the 
future of the airline he'd long tried to emulate.”*?9 

It was not long before Neeleman’s dream job at SW 
turned into more of a nightmare. The rambunctious 
Kelleher-inspired SW culture did not mesh well with the 
conservative Mormon culture of Morris Air employees. 
Moreover, Neeleman’s hyperactivity and progressive think- 
ing clashed with SW’s regimented operations. Within six 
months, the Neeleman-SW marriage was dissolved to the 
benefit of both parties. Neeleman signed a five-year non- 
compete agreement to complete the exit. When Neeleman 
abruptly left SW, he claimed that he immediately began 
to think about starting a new airline. He stuck to the 
terms of his non-compete agreement, but his entrepre- 
neurial drive continued to keep him occupied in different 
sectors of the airline industry. 

After several failed attempts at being a venture capi- 
talist, Neeleman again found business success in the 
airline industry when he incorporated a small company 
called Open Skies. Open Skies licensed electronic tick- 
eting and reservations software that he developed with 
Dale Evans at Morris Air. Open Skies was performing well 
when he sold the company to Hewlett-Packard. Neeleman 
then decided to get back in the airline business. Since he 
signed an agreement not to work in the domestic airline 
business for five years, Neeleman joined some Canadians 
to form a no-frills carrier to compete with Air Canada. In 
early 1996, the new Canada-based airline, WestJet, began 
making low-cost flights from Salt Lake City to western 
Canada. While the new airline was prospering, Neeleman 
still had his eyes fixed on June 1999 when his non- 
compete agreement would expire. After selling his share 
in WestJet, Neeleman took his profits and started making 
plans to launch a new discount airline. He planned to 
include all the characteristics he thought would make the 
venture distinctive and highly successful. JetBlue was 
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ready to be launched and it would have far-reaching 
consequences for the airline industry. 


BREAKING NEW GROUND AS A Luxury DISCOUNTER 


Neeleman was looking forward to the day when he would 
again be able to compete in the domestic airline industry. 
In the meantime, he was formulating his strategies to 
create an innovative airline that would prove worthy in 
an industry where so many start-ups had failed. Neeleman 
was working with Tom Kelly on the idea for the new airline 
when he found the hook for distinguishing his new en- 
deavor from the many failures since deregulation. 
Neeleman and Kelly decided, “the key was to start out big. 
He set out to create ‘the first mega-start-up in aviation 
history’.”430 Neeleman learned from his failed Hawaii 
Express vacation packages that having sufficient capital 
was critically important. 

One of his important initial decisions was to determine 
where the business would be based, and what would be its 
primary market area. After doing his homework on the 
location of the airline, he said the decision was easy. 
Neeleman opted for New York City to start his airline 
dream because the city had no discount airline since 
Donald Burr’s People Express went belly-up in the mid- 
1980s. In addition to the lack of discount airline services, 
Neeleman’s rationale to base his new airline in New York 
City was “that’s where all the people are”!#3! 

The next decision for Neeleman was which New York 
City airport he would use to build his airline. To the 
surprise of many, he selected John F. Kennedy Airport. 
This decision seemed radical since JFK had been on a 
downward slide for nearly 20 years. Furthermore, it was 
regularly voted by fliers as one of their most hated air- 
ports.*92 Author James Kaplan describes JFK as 
“unwelcoming, unaesthetic, and next to impossible to 
drive to and from,” also drawing attention to the growing 
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and organized crime problem, and sizable homeless popu- 
lation near the airport.*9° However, Neeleman only had 
his eyes on one key aspect of Kennedy—the airport rep- 
resented opportunity to create something big that could 
not be done at the other two airports. He saw Kennedy as 
an underused airport located in New York City, bustling 
with travelers who longed for reasonable airfares. 
Neeleman’s research led him to believe that his airline 
would succeed if it could serve the five million people who 
lived near JFK and also draw some customers from the 18 
million people who lived in the tri-state area.434 

With the airport and location decision made, Neeleman’s 
next big task was to find investors to make his dream 
airline a reality. He set the preliminary fund-raising goal 
at an ambitious $200 million. He had learnt the hard way, 
after the failure of Hawaii Express, of the need to have 
adequate capital. The $200 million was nearly ten times 
what most start-up airlines raised. The goal was later 
changed to $130 million but it still meant raising quite 
a large amount of capital. 

Another distinguishing characteristic of Neeleman’s 
plan was to avoid the operating cost of flying older planes 
and rely on drastically lower fares to fill seats. He knew 
this tactic had failed before when big carriers used preda- 
tory pricing and bullied the start-ups out of business. 
Instead, Neeleman decided to use the huge amount of 
capital he raised to buy new planes with good fuel effi- 
ciency and low maintenance costs. Neeleman also de- 
cided to buy only one type of airplane, taking another page 
out of Kelleher’s SW playbook. To keep costs as low as 
possible, he acquired more labor-saving technology than 
SW employed. All unnecessary paperwork would be elimi- 
nated, and all reservations would be electronic. He also 
planned to test fly at night to maximize the number of 
flight hours per day and lower travel costs. Another inno- 
vative concept Neeleman implemented was one he had 
first worked with at Morris Air: the use of at-home 
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reservationists. He created a “virtual call center” that 
reduced the cost to customers of making reservations and 
also created a happier and more productive group of work- 
ers. JetBlue’s at-home reservationists have a turnover 
rate of less than one percent.*95 

Neeleman’s research showed that an updated version 
of the SW model with point-to-point flights would be more 
cost-effective and would provide further savings in com- 
parison to the hub-and-spoke system of the major air- 
lines. Keeping planes in a hub-and-spoke system in the 
air and on time is a logistical nightmare, according to 
Forbes’ writer Melanie Wells.*2®° Neeleman’s theory has 
proven to be correct with JetBlue airplanes staying in the 
air an average of 13 hours a day, compared to nine for 
many major airlines. These two strategies have helped 
Neeleman minimize his flying costs.497 

Along with the low costs and low fares, another impor- 
tant feature of Neeleman’s business plan was his commit- 
ment to provide customers a luxurious flying experience. 
This included seat-back monitors on all planes with free 
satellite TV programming.*38 Continuing on the trend of 
luxury service, he decided to install all-leather seats in 
place of the common cloth seats. The leather seats were 
inherently more comfortable and enticing to customers. 
Neeleman contends that, although they were more expen- 
sive initially, the leather seats were more cost-effective 
because of their durability and ease of cleaning. His 
commitment to exceptional service also included provid- 
ing more overhead storage space. Given the success JetBlue 
experienced with leather seats and seat-back live TV 
programming, other carriers such as AirTran and Frontier 
emulated this model and upgraded their airplanes. 


BuiLpinG Davip NEELEMAN’s DREAM TEAM 


Neeleman stayed in close contact with Michael Lazarus, 
a principal investor in Morris Air. Although he was 
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originally skeptical, Lazarus eventually came on board to 
serve as the lead investment backer for Neeleman’s 
airline. Continuing the capital campaign, Neeleman at- 
tained financial backing from many big names in the 
industry, including Weston Presidio, Chase Capital, and 
George Soros’ Quantum Fund. Combined with his personal 
financial contribution, Neeleman’s two-year fund-raising 
drive raised $130 million, making JetBlue the best capi- 
talized new airline in aviation history.+°? 

With the investors in place, Neeleman knew that to 
“build the best coach product in America with the lowest 
cost,” he must assemble a top-notch management team.*° 
He began building this team by cherry picking (business 
policies of picking out customers from a large base) from 
old friends and other airlines. Neeleman’s old friend and 
sounding board, Tom Kelly, was with him from the start 
and helped make his mega-start-up idea a reality. Kevin 
Murphy, a senior airline analyst for Morgan Stanley and 
friend of Neeleman, joined his operations to help recruit 
the right people. The ambitious Alex Wilcox was one of the 
executives at Virgin who joined Neeleman after receiving 
a proposal for New Air Airlines (the original name of 
JetBlue) in the fall of 1997. Following the lead of Wilcox, 
Amy Curtis-McIntyre, a native New Yorker and marketing 
genius at Virgin, resigned and became part of Neeleman’s 
management team. Neeleman also recruited old friends 
and top management from SW, starting with the treasurer 
of SW, John Owen, who has been described as being 
“brilliant with a balance sheet.”44! Neeleman’s next re- 
cruitment from SW—Vice President of People, Ann 
Rhoades—was aimed at creating a people-centered ap- 
proach. After Rhoades came on board, Neeleman still had 
to fill one of the most crucial spots in the company—the 
number two spot of President and Chief Operations Of- 
ficer. The name Dave Barger kept coming up in conver- 
sation; Barger was a Continental Airlines executive who 
had done wonders for the airline’s day-to-day operations. 
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After some extended discussions, Barger agreed to accept 
the new job and completed what Neeleman described as 
“kind of the dream team of airline management.”*42 

Investors who had made tentative commitments were 
impressed with the notable management team and com- 
mitted to provide financially for the new airline. After the 
investors and management teams met in August 1998, all 
things were set to go and New Air would be incorporated 
later that month. With an unprecedented $130.2 million 
in capital and a top-tier group of management profession- 
als, Neeleman was only a few steps away from breathing 
life into New Air. 


Getting New Air in the Sky 


Neeleman seemed to be putting all the right pieces to- 
gether for his mega-start-up luxury discount airline, but 
a few things remained to be done. He had no planes, no 
name for the new super-discount airline, and no gates 
from which to fly. With the capital campaign completed, 
Neeleman turned to purchasing aircraft. After initially 
going along with the choice of the industry, the Boeing 
737, he went to Europe-based manufacturer Airbus to 
discuss alternatives to Boeing and its monopolized pricing 
of the 737. 

After hearing the pitch from Airbus, Neeleman made 
the surprising decision to purchase the A320 rather than 
the Boeing 737. He was convinced that the 162-passenger 
single-aisle aircraft provided more seat and leg room 
while using less fuel, than the Boeing 737. The newer 
technology of the A320, combined with its higher passen- 
ger capacity and greater storage space, made it an obvious 
choice for Neeleman. He was convinced it was the best 
option to help him provide low-fare service. To get the best 
plane at the best price, Neeleman placed an order for 82 
new A320 aircraft on March 4, 1999 at a considerably lower 
cost-per-seat mile than if he had bought Boeing 737s. 
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Neeleman’s next task turned out to be a more compli- 
cated and lengthy ordeal than he and his management 
team had anticipated—naming the new airline. He knew 
he wanted a strong brand identity like Starbucks, 
Heineken, or GAP, that would imply a high-quality product 
at a low price.**° Neeleman hoped that through superior 
service and low fares, the airline would be able to bring 
a refreshing change to a tired industry: “It’s like a 
Starbucks thing: They built the brand by building the 
experience first.”444 After many failed suggestions and 
much deliberation, the team of top executives finally 
selected the name JetBlue. 

After purchasing the aircraft and naming the airline, 
Neeleman began taking steps to gain government ap- 
proval and to select the airport from which JetBlue would 
start flying. The airline chose JFK Airport in New York 
City. While navigating governmental “red tape” in the way 
of becoming an established airline, Neeleman and his 
crew made an extraordinary move for a start-up airline by 
requesting 75 landing and take-off slots at JFK. Prior to 
this move, the largest number of landing slots ever granted 
at one time was 11. But Neeleman believed he would have 
to obtain all the slots to have a chance of surviving against 
the three majors already at JFK—American, Delta, and 
TWA. Despite strong opposition from the major carriers, 
Neeleman received encouraging news that the Transpor- 
tation Authority would give him the approval to fly in and 
out of JFK if JetBlue was granted the slots at JFK’s 
Terminal Six. After some added help from several promi- 
nent New York politicians, Neeleman’s airline was granted 
all 75 slots in September 1999, setting a new record and 
cutting the last of the red tape before it could start flying. 

With government approval, new technology-rich air- 
craft, and a catchy name for the airline, it was time to 
announce JetBlue to the public. On July 14, 1999, Neeleman 
and his team held a widely attended press conference. In 
preparing for the pivotal press conference, he commented 
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that he “could talk only from his heart about what he 
wanted the airline to be.”44° During the press conference, 
he explained, “We’re going to bring humanity back to air 
travel.”*46 Besides providing a superior flying experience, 
JetBlue would also strive to offer airfares that were half 
the price of the major airlines. The goal was to attract 
“frugal yet style-conscious” consumers.*47 

After introducing JetBlue to the public, Neeleman had 
the huge challenge of building the quality flying experi- 
ence he envisioned. He began hammering out some of the 
“details of the new discount airline that would provide the 
flying public an excellent flying experience.”448 Neeleman 
announced details that would put JetBlue in a class of its 
own. The new discount airline would provide only one 
class of service, which was unusual in the airline indus- 
try. His goal was for JetBlue to provide an extraordinary 
experience to everyone. The tickets were non-refundable 
to “minimize accounting time to further help control 
costs, thus keeping fares low.”449 Moreover, customers 
could exchange JetBlue tickets for a flight on another day. 
In order to create a high level of customer satisfaction, 
JetBlue would not overbook flights. While all the other 
airlines overbooked their flights in an attempt to increase 
load capacity, Neeleman believed that the reasonable 
fares and customer loyalty would keep JetBlue’s load 
capacity higher than that of its competitors. Continuing 
with his customer-oriented philosophy, Neeleman imple- 
mented a system that kept customers informed about any 
delays or cancellations. Furthermore, if any of his flights 
were delayed for more than an hour, customers were 
compensated for the inconvenience. 

Neeleman knew that deplaning quickly would mini- 
mize delays, which in turn would ensure his planes were 
quickly back in the air and making money. To achieve 
this goal, JetBlue deplaned passengers from both ends 
of the plane, rather than using just one exit like most 
airlines. Another twist to his model for minimizing 
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turnaround time and cutting costs was to have no formal 
cleaning crews. Instead, regular crewmembers, consist- 
ing of flight attendants and pilots were responsible for 
cleaning the cabin. Finally, Neeleman and Barger elimi- 
nated the frustration associated with the final step of the 
flying experience: the baggage claim. JetBlue’s goal was 
to have the first bags at the luggage carousel within 10 
minutes of arrival and the last bag within 20 minutes. He 
explained, 


It’s the last thing you remember about JetBlue. You could 
have a flawless experience. Everything could go wonderfully 
perfect. And you go to the carousel and wait 45 minutes and 
.. screw up the whole thing. So that is one metric that we 
think is very, very important.45° 


It seemed that Neeleman and his team had put some 
great ideas together and were only one crucial step away 
from having JetBlue in the air. The final step was secur- 
ing the right type of crewmembers to successfully imple- 
ment the high service and low-cost strategy of JetBlue. 


Wanteb: THE Best “PEOPLE” PEOPLE 


Because of her success and experience with SW, as 
mentioned earlier, Neeleman recruited Ann Rhoades to 
manage the recruiting process. He explained his philoso- 
phy of hiring the right people to bring humanity back to 
air travel. He stated: 


We're in a service economy, and a service economy means 
that you rely on people. If you’re going to rely on people then 
you better select the best people and you better train them 
well, and you better stand by them.*>! 


Neeleman contends that JetBlue crew members and 
their dedication to customers is what really set JetBlue 
apart from other airlines, rather than the TVs or leather 
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seats. Therefore, his goal was to hire the best people 
possible who cared about providing friendly customer 
service. However, how was JetBlue going to hire excep- 
tional crewmembers when its starting salaries were lower 
than the industry average? Neeleman’s response was that 
JetBlue’s culture and its commitment to taking care of 
people would attract caring employees. Neeleman con- 
tends that of JetBlue’s genuine commitment to its work- 
ers JetBlue flight attendants are non-unionized workers. 
JetBlue also offered its crewmembers perks such as a 
profit-sharing program, organized social functions to build 
camaraderie, and it even had a crisis management fund 
to which Neeleman donated his yearly salary. 

An even tougher task was recruiting and retaining 
pilots for JetBlue’s new A320s. Even though its pilots’ 
salaries were below the industry average and they were 
not unionized, yet Neeleman was able to keep his com- 
mitment to respect every JetBlue crewmember. He pro- 
vided them with perks such as stock options, good 
severance packages in case of merger or bankruptcy, and 
seniority rules in the cockpit. In addition, pilots used 
laptop computers in the cockpit instead of having to 
manually complete a number of forms. The paperless 
cockpit further contributed to efficiency and decreased 
the cost of updating manuals. 

Neeleman believed that “the more you can make your 
employees feel that they have a huge impact on how the 
operation goes, the more they'll take ownership of their 
duties.”*5? Neeleman further contended that his commit- 
ment to his employees was what makes his crewmembers 
“strive for flawless execution” in their daily duties of 
customer satisfaction.*5? All in all, JetBlue takes excel- 
lent care of its crewmembers and pilots, and in return, 
they take care of their customers. This philosophy builds 
brand loyalty and keeps customers coming back. 
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JetBLue TAKES FLIGHT 


JetBlue’s first flight was from JFK airport in New York to 
sunny Fort Lauderdale, Florida, on February 11, 2000. The 
promotional one-way price was an unthinkably low $49 to 
$79 for the area. Ten weeks into its history, the $79 flight 
to Florida with the JetBlue experience received strong 
praise from passengers and good publicity from the media, 
and New York to Florida would remain one of JetBlue’s 
most lucrative routes. Another primary route came about 
in May 2000 when Tower Air stopped operating, opening 
the doors for JetBlue to begin a route from New York to the 
west coast. Within weeks of JetBlue’s announced route 
from JFK to Ontario, CA, the flights were selling out, and 
Neeleman added a second flight. By August 2000, JetBlue 
was operating 48 flights a day, a record for a new airline. 
In October, JetBlue was ranked first in on-time perfor- 
mance in every market it served. 

As the company’s first anniversary approached, 
Neeleman stated that its success was due to JetBlue’s 
employees’ commitment to maintaining a customer- 
friendly environment. This success was highlighted when 
crunching the numbers showed JetBlue coming close to 
breaking even in its very first year of operation—a re- 
markable feat for a start-up airline. As the summer 
months came, Neeleman ordered more A320 aircraft from 
Airbus, increasing the total number on order to 131. As 
demand continued to soar, JetBlue took over the rest of 
Terminal Six at JFK airport. 

With business going well, Neeleman began considering 
service to other west coast cities. JetBlue’s cross-country 
flights were well received because they were so far pri- 
marily offered by the major airlines that charged higher 
fares. The airport that interested Neeleman was Long 
Beach because of its close proximity to Los Angeles’ large 
population, and also because it was not a busy airport like 
Los Angeles. After researching the market for a while, 
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Neeleman decided Long Beach was to be the next big move 
for JetBlue. His next strategic move again went against 
the grain of the industry. Neeleman decided he must 
acquire all slots at Long Beach regardless of whether he 
could use them or not. He feared that American’s response 
would be too fierce if he left any room for it to compete at 
the same airport with sharply cut fares. 

Neeleman hired Kristy Ardizzone to help obtain the 
slots; she knew the area and the people better than 
Neeleman, and could put JetBlue in the right position to 
reach its goal. Through a series of talks and negotiations, 
Neeleman and JetBlue somehow managed to do the im- 
possible. It acquired all the slots at Long Beach airport, and 
service from New York began on August 29, 2001. With 
this newly added route, Neeleman once again found a 
huge number of customers who were anxious to have the 
opportunity to fly a quality discount airline from coast to 
coast between two of America’s largest cities. Until now, 
the major airlines dominated long-distance flights, and 
were a major source of profit for the legacy carriers. 

Numbers were looking good and everything was run- 
ning smoothly for JetBlue when an unexpected event 
shook the world and the airline industry—9/11. After the 
terrorist attacks of September 11, 2001 in the United 
States, the airline industry was devastated, as passen- 
gers felt unsafe boarding a commercial airliner. However, 
in the wake of the swooning demand for air service, 
JetBlue again managed to do what no one else was capable 
of. By October 12, JetBlue was back to flying 85 percent 
of the passengers it had before 9/11, and appeared to be 
one of the few airlines that would survive the tragedy.*54 
What’s more, JetBlue managed to capitalize on the tragic 
event that caused customers to be concerned about flying 
safety. Neeleman decided to replace all cockpit doors with 
new bulletproof Kevlar doors and install cabin cameras, 
allowing pilots to monitor cabin activity. Given its small 
fleet of airplanes, JetBlue was able to make these changes 
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quickly, and JetBlue was safer to fly than the major 
airlines. With these changes in place, JetBlue remained 
profitable throughout the fall and winter, despite an over- 
all decline in air travel. 

While the major carriers experienced serious financial 
problems following 9/11, JetBlue did not lay off any of its 
employees and yet remained profitable. With all of its 
accomplishments, JetBlue decided to take the unique 
discount airline public on April 12, 2002. JetBlue’s share 
price doubled in the first month following the initial public 
offering, and it was one of the hottest stocks in the 
market. The summer continued to benefit JetBlue as it 
nearly doubled the previous year’s net income. The com- 
pany had also been consistently profitable for five quar- 
ters, and its performance statistics (load factor and flight 
completion) were the best in the industry. All in all, things 
were looking spectacular for the young airline, but along 
with the glamor and success came much scrutiny from 
analysts and competitors. 


Is JETBLUE HERE To Stay? 


As JetBlue continued to enjoy its success, Neeleman 
knew he must not become complacent. He also knew that 
JetBlue was a competitive target for the major airlines. 
By August 2002, JetBlue’s flights were more than 90 
percent full with a 100 percent flight completion rate, and 
its highly satisfied customer base continued to grow.*5® 
JetBlue was voted the country’s number one domestic 
airline for 2002 by Condé Nast Traveler. Even with the 
stunning performance and acclaim, Neeleman continued 
to be questioned about the airline’s stability and staying 
power. Specifically, Neeleman was asked if JetBlue was 
going to follow the direction of the failed start-up, People 
Express. Neeleman remained steadfast in expressing that 
JetBlue differed from People Express in terms of capitali- 
zation, management, and financial results. Neeleman 
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commented, “The most money People Express ever made 
in a year was $20 million; we’re doing that almost in a 
quarter.”4°° He added that, unlike People Express, JetBlue 
operated under a strong management team to handle its 
rapid expansion. In contrast to JetBlue, the atmosphere 
at People Express was chaotic.*°” Neeleman professed not 
to worry about JetBlue’s permanence, and made moves to 
continue his success as competition heated up. 

In September 2002, Neeleman struck a deal to buy 
LiveTV, the company providing in-air satellite TV service 
to JetBlue. Neeleman knew that JetBlue’s in-flight enter- 
tainment was the envy of his competitors and he wanted 
to keep access to this entertainment out of competitors’ 
hands. While this business move helped him curb com- 
petition on the entertainment side, the major airlines 
were devising a strategy to challenge JetBlue. As 2002 
drew to a close, US Airways and United Airlines both 
declared bankruptcy, while American was expecting losses 
to top $1 billion; meanwhile, JetBlue posted a 16 percent 
profit margin for the fiscal year 2002. By the end of 2002, 
JetBlue was the envy of the money-losing major airlines. 

In an effort to compete with the luxury discount air- 
liner, Delta announced its new low-cost carrier, “Song”, 
in early 2003. In response to Delta’s competitive move, 
Neeleman decided that JetBlue would start flying from 
Delta’s home airport in Atlanta to Long Beach as a bit of 
home turf, “in-your-face rivalry.”4°° JetBlue began ser- 
vice from Atlanta to California in May 2003, only to stop 
the service eight months later since the discount airline 
AirTran was already in a turf war with Delta in Atlanta. 
Neeleman further remarked that Atlanta was not a stra- 
tegic city for JetBlue, and it planned to enter more stra- 
tegic and less risky markets.*59 Like Delta, United 
announced its new airline, dubbed Ted, as a new low-cost 
discount airline to compete in the market. However, Ted 
had little impact on JetBlue’s successful operations. Simi- 
larly, Song had a limited impact on JetBlue, although 
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Neeleman eventually decided that it was a good idea to pull 
out of Atlanta. 

The rest of 2003 would yield several other successes 
and interesting moves for JetBlue which helped it become 
one of the best performing airlines. In February, JetBlue 
beat the long-time champion discount airline SW in cost- 
per-available-seat mile (CASM). JetBlue cost a little more 
than 6 cents a mile in comparison to SW’s cost of 7.3 cents, 
while the major airlines’ cost per available seat mile were 
generally in the 9-10 cent range. Even so, Neeleman 
pointed out to his employees that competitors such as 
Delta and American were actually offering fares to Florida 
and other cities for less than JetBlue. Because of the great 
people working to maintain the JetBlue experience, its 
fan base continued to grow and more flyers were choosing 
JetBlue over the competition. 

In June 2003, in keeping with his tradition of shaking 
up the industry, Neeleman announced that JetBlue had 
placed an order for 100 Embraer 190 aircraft. This move 
strayed from the SW one-plane model. The Embraer 190s 
were considerably smaller airplanes than the ones JetBlue 
currently flew. Neeleman’s plan was to use the smaller 
aircraft to serve the untapped market of smaller commu- 
nities. He indicated that JetBlue had studied the mid-size 
domestic market for a year before making the business 
move in what he called a “real sweet spot” of the indus- 
try.46° JetBlue used the smaller airplane to cherry pick 
routes not served by other discount airlines, including 
areas near surrounding large cities such as Chicago, 
Atlanta, and New York. The hot question in the industry 
remains—will this new strategy work? Unfortunately, it 
is hard to answer this question since the first Embraer 
Jets will not be delivered until early 2006. Some analysts 
believe that Neeleman may again have made an innova- 
tive business move. 

Throughout 2003, JetBlue maintained an outstanding 
operational and financial performance record that quietened 
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some skeptics. During its third year of operation, JetBlue 
sales climbed to almost $1 billion, a distinction no other 
airline has even come close to achieving. In addition, the 
annual Airline Quality Rating praised JetBlue’s stellar 
operating statistics: no passengers were denied boarding, 
0.31 per 100,000 passengers’ complaints, and 3.21 mis- 
handled bags per 1,000 bags, all well below the industry 
averages.*©! JetBlue ended 2003 with a 17 percent profit 
margin and some of the best operational performance 
numbers in the industry.*©? 

JetBlue had 55 aircrafts providing 220 flights a day at 
the beginning of 2004—and was hungry for more. Neeleman 
planned to expand his market share in the New York area 
and made an unusual request for spots at the hectic 
LaGuardia airport, the airport he once criticized for being 
too congested to operate effectively. With flights scheduled 
to begin September 17, 2004, Neeleman explained his 
surprising move by simply commenting that the people of 
Manhattan were requesting JetBlue’s presence at 
LaGuardia. He further added that he hoped to get a toe in 
the door at LaGuardia in case either of the two major 
carriers, Delta and US Airways, who were both facing 
financial difficulty, stumbled and opened the door for 
JetBlue to expand rapidly at LaGuardia.*°° 

In early 2004, JetBlue began an effort to acquire the 
run-down semi-abandoned Terminal Five at JFK. Preser- 
vationists in the area lobbied against the idea of tearing 
down the historic Terminal Five. In a compromising 
move, Neeleman suggested undertaking a two-part ex- 
pansion consisting of a complete renovation of the exist- 
ing terminal, as well as the construction of a new section 
at Terminal Five. After linking the two sections of the 
terminal and adding the normal JetBlue touches, 
Neeleman foresees the new terminal providing 26 new 
gates capable of handling an additional 250 departures a 
day.*6* The new $875 million terminal marks the largest 
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expansion in JetBlue’s history. It will be funded primarily 
by the Port Authority with JetBlue contributing $50 to 
$100 million.4®° An airline industry analyst stated: “Its 
timing couldn’t be better. The profitable discounter is 
expanding while its competitors are at their weakest.” 466 
However, only time will tell as to whether or not Neeleman’s 
expansion of the JFK terminal and the purchase of the 
smaller Embraer 190s will prove lucrative. So far, his 
track record with unusual entrepreneurial moves has 
done well. 

The remainder of 2004 proved challenging for JetBlue 
as it was hampered by heightened competitive pressure 
and an unusually rough hurricane season. Nonetheless, 
JetBlue continued to win business victories over other 
airlines and expanded its number of destinations. Free 
ticket promotions by American and other aggressive moves 
by competitors managed to cut into JetBlue’s profit mar- 
gin. But Neeleman contends that with JetBlue’s low-cost 
structure, its results and fares are sustainable.487 Mean- 
while, JetBlue was ranked the overall number one domes- 
tic airline by the 2004 Airline Quality Rating study. JetBlue 
also announced new flights from JFK to San Diego, Den- 
ver, San Juan, and Puerto Rico.488 The airline is consid- 
ering starting service to 10 Midwest cities including 
Milwaukee, Chicago, and Minneapolis. It is also increas- 
ing the number of daily flights to the Dominican Republic, 
to meet the opportunity of serving New York’s fastest 
growing Dominican population.469 Neeleman also an- 
nounced that more direct flights from Buffalo to cities like 
Boston, Chicago, and Atlanta could be forthcoming. Not 
long after this announcement, American withdrew its 
nonstop flights from JFK to Long Beach and Phoenix, 
marking another victory for JetBlue in the long-haul 
market. 

The last two quarters of 2004 proved to be especially 
challenging to JetBlue and the entire airline industry. 
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Hurricane season was in full bloom in Florida and hurt 
JetBlue’s Florida traffic. Four Florida hurricanes and the 
associated skyrocketing fuel prices resulted in a 71 per- 
cent drop in profits in the third quarter.4”° Even with an 
estimated $8-$10 million loss due to the Florida hurri- 
canes and soaring fuel costs during 2004, JetBlue pro- 
duced better results than most other airlines. Despite the 
troubling third and fourth quarters, JetBlue still managed 
to show a profit margin of 8.9 percent for 2004 and a 26.8 
percent increase in revenue. JetBlue also flew 99.4 per- 
cent of its scheduled flights with 81.6 percent on-time 
performance, and a load factor of 83.2 percent.*’! JetBlue 
navigated through some tough times in 2004 and was able 
to continue its streak of never having an unprofitable 
quarter until the last quarter of 2005. Profitability was up 
and down in 2006 but the airline seemed to be solidly in 
the black by the end of 2006 after a series of cost-cutting 
measures, including the sale of older planes and deferring 
the delivery of new ones. 


Figure 9.1: JetBlue Quarterly Net Income, 2000-2005 
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JetBLueE’s CUSTOMER SERVICE: WHERE ABOVE AND 
BEYOND IS THE CALL OF DuTy 


As discussed in the earlier sections, JetBlue keeps costs 
low because its pilots and crewmembers work together to 
provide the best possible service. Neeleman flies once a 
week on JetBlue flights and works alongside flight atten- 
dants as a regular crewmember. In the midst of serving 
snacks and getting rid of trash, Neeleman secures feed- 
back about Jet Blue’s service and ways in which it might 
be improved. At many companies, it would be rare to hear 
of the CEO acting in such a manner—making personal 
contact with both crew and passengers. JetBlue 
crewmembers have found Neeleman’s hands-on approach 
truly inspiring and powerful. As a result they share the 
company’s passion and commitment to excellence.*”2 
JetBlue’s commitment to providing low fares and good 
customer service, delivered by a highly respected and 
dedicated workforce, has earned it a place at the forefront 
of the industry.*73 Also critical to its success are its low 
costs due to the use of some leading-edge technology, the 
economy of its Airbus fleet, and flying airplanes more 
hours per day than the competition. A further factor which 
contributes to JetBlue’s large and expanding customer 
base is its satellite TV at every seat.4”4 Neeleman agrees 
that JetBlue has attained a loyal following because of the 
whole JetBlue experience—not simply as a result of in- 
seat entertainment and low fares.*”° Neeleman has com- 
mented several times that his biggest concern about the 
future of JetBlue is not the rapid expansion or competi- 
tion, but rather the fear of mediocrity. He intends to 
continue to inspire and motivate JetBlue’s people to share 
in his passion for superior quality customer service. 
What lies ahead for JetBlue is the big question. Will the 
airline continue to set precedents and become a legend, 
or will problems develop and cripple what some refer to as 
an extraordinary airline? Factors such as rapid expansion, 
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its new fleet of small feeder airlines, predatory pricing by 
other airlines, and excessive airline capacity which causes 
fares to fall, can create serious difficulties for JetBlue. 

Neeleman admits that maintenance expenses are at 
an all-time low, and as time progresses, these expenses 
will grow. Fuel prices remain uncertain, and if they 
continue to rise, JetBlue’s profits could be affected. The 
airline plans to quadruple in size by the year 2007. It took 
SW 27 years to grow to the size that JetBlue plans to 
achieve in only 11 years.4”© However, as Neeleman has 
proven time and again, new opportunities come from 
taking new risks. In addition to serving smaller markets 
with smaller-capacity planes on order, he also plans more 
international flights to Canada, Mexico, and the Carib- 
bean in the coming years. 

JetBlue’s staying power also depends on whether the 
Federal government and airplane manufacturers and 
suppliers continue to subsidize the high cost major air- 
lines that have lost tens of billions of dollars in 2001-2004. 
Or, will the free market and competition reign supreme 
and allow JetBlue’s model simply to replace some of the 
services provided by the major airlines?*”7 

Regardless of the long-term outcome, Neeleman has 
certainly made his presence felt in the airline industry, 
and for now, JetBlue looks like a model that should expand 
and grow. At the beginning of 2005, JetBlue flew to 32 
destinations in 12 states with 71 aircrafts. By 2011, 
JetBlue aims to operate 290 airplanes providing service 
to 50-60 cities with 30,000 employees.*’® With this pre- 
dicted and planned expansion, Neeleman knows that a 
key to JetBlue’s future success is to ensure the commit- 
ment to excellence is not diluted in any way.*”9 Neeleman 
continues to believe that striving for improvement in 
service is the only way for his dream airline to survive. 
Neeleman recently stated: “We’re not perfect ... we know 
we'll never be perfect. But we’re working really hard to try 


JetBlue Airways 219 


to be better and better every day, to be the best service 
company.”*°° JetBlue has succeeded to this point by pro- 
viding exceptional service, and Neeleman is “betting his 
airline that good service, delivered by passionate employ- 
ees, will give JetBlue a lasting edge.”48! 


Chapter 
Ten 


Ryanair Leads the Growth 
of Discounters in Europe 


IF RYANAIR’S management were to say just one thing 
about the future of the airline industry, it would be that 
the no-frills Irish airline would one day be the world’s 
largest. Chief Executive Michael O’Leary has already 
formulated an advertising campaign for that day featuring 
a passenger proudly stating: “I’m flying Ryanair—the world’s 
favorite airline.”*°? The company website already boasts 
that it will be the largest European airline within a few 
years. By the end of 2010, O’Leary expects that it will carry 
50 million passengers a year.483 


RYANAIR’S BIRTH 


One of Ryanair’s founders was Tony Ryan, an Irishman 
whose family has a rich history in aviation. Ryan founded 
Guinness Peat Aviation (GPA) while working for Aer Lingus, 
the main airline operating in Ireland. GPA’s business was 
to arrange leases between airlines with a surplus of 
aircraft to meet the demands of airlines with aircraft 
shortages. Aer Lingus owned a considerable shareholding 
in this company. Through GPA, Ryan became one of 
Ireland’s wealthiest entrepreneurs, and the financial 
security gained from GPA paved the way for Ryan to pursue 
other business interests. 
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Ryan’s entrepreneurial spirit and experience in the 
aviation business evoked in him a desire to start his own 
passenger airline business. His idea was to provide char- 
ter service between Ireland and the UK for business and 
leisure trips. Eventually, his strategy evolved into run- 
ning a low-cost, no-frills operation. Despite two failed 
attempts (engineered by Aer Lingus), Ryan finally suc- 
ceeded in launching Ryanair.*%4 

Ryan Christy, a long-time friend of Ryan’s who worked 
on the sales team at GPA, also wanted to start an airline. 
His focus was on a route between Waterford, Ireland and 
London-Gatwick. The two met together in a pub to discuss 
a joint-business venture. As luck would have it, Liam 
Lonergan, founder of Club Travel, was also in the process 
of seeking a license to fly between Dublin and Luton 
Airport as a new gateway to London. He needed a financial 
backer and turned to Ryan. The three men pooled their 
ideas and named the new carrier Ryanair.*®° 

Ryanair began operating on November 28, 1985, witha 
15-person capacity Bandeirante turbo-prop plane flying 
from Southeast Ireland to London-Gatwick*®® (Ryan 
Christy’s chosen route from his hometown of Waterford). 
At that time, Aer Lingus and the British flag carrier, 
British Airways, dominated the route from Dublin to Lon- 
don. In fact, the two airlines had a profit-sharing agree- 
ment so neither carrier was compelled to lower its ticket 
prices. Aer Lingus was less than thrilled with Ryan’s 
decision to launch a direct competitor to its airline and 
attempted to thwart the action, especially considering his 
role as a board member at GPA, which had ties with the 
major airline. Ryan established the company as a trust for 
his three sons—Cathal, Declan, and Shane—who would be 
the main shareholders. Since Ryan was not directly in- 
volved in the operations of the new airline, there was little 
the GPA board could do.*8” 

Ryan knew he would need a good management team to 
launch the new airline successfully. He had a gift for 
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spotting talented leaders, and he recruited some of his top 
management team members from Aer Lingus. In addition 
to salary, each member of Ryanair staff was granted 500 
shares in the new airline. The compensation plan was 
designed to ensure that each employee was committed to 
creating a successful organization. Starting a new airline 
was no picnic, and Ryan knew he would need to offer 
incentives for the crew to work the long hours required 
to get the airline going. Commenting on the hours the 
early staff worked, former employee Charlie Clifton said 
he often “arrived home after working a flight only to be 
met by a taxi waiting outside to bring him back to the 
airport.”488 

In May 1986, when Ryanair added the Dublin-London 
(Luton) route and acquired two more planes, things began 
to pick up for the airline. It flew 82,000 customers on its 
two routes the first year. At the time, 800,000 passengers 
were flying this route while most people opted to take the 
nine-hour ferry ride because it was more affordable. The 
flight costs were rather exorbitant at around £200 (ap- 
proximately US$350) and greatly limited the opportunities 
for Dubliners to fly home to visit family during the year. 
When Ryanair launched the Dublin-Luton route, it under- 
cut the two flag carriers’ rates by more than 50 percent. 
Aer Lingus immediately retaliated using predatory pric- 
ing to offer a £95 flight to compete with Ryanair’s £99. 
Thus began a brutal price war between the two carriers. 
Ryanair responded by reducing it fare to £94.99. Aer 
Lingus was determined to deal decisively with the new kid 
on the block and allowed reservations staff to change fares 
constantly, in order to compete. One individual remarked 
that the reservations department at Aer Lingus was like 
“a twenty-four-hour dealing room” with prices changing 
hourly.*89 

Ryanair did not just face obstacles from other airlines 
when it began operations. The Dublin airport was less 
than accommodating. Aer Rianta, the state-run airport 


224 Deregulation and Competition 


authority, owned Dublin airport and did not go out of its 
way to make the new airline comfortable. Ryanair had a 
hard time obtaining check-in desks and threatened to use 
orange crates as check-in counters if the airport would not 
provide them. Eventually the airport authority met 
Ryanair’s request, but did so reluctantly because it did not 
want to irritate Aer Lingus, its premier customer.*% 

On March 1, 1988, Ryanair began offering daily service 
to Manchester, one of Aer Lingus’s most coveted routes. 
Aer Lingus retaliated by slashing its fares, adding three 
more daily flights to Manchester, and heavily recruiting 
sales representatives in the area. Ryanair faced serious 
financial problems and was provided additional funding 
when Ryan purchased another airline, London European 
Airways. The airline was purchased so that passengers 
could be carried to other European destinations from 
Britain. At that time, airlines were regulated and were not 
permitted to fly from one country to another. This meant 
that Ryanair could not fly from Britain to Belgium, and so 
forth. London European Airways already operated routes 
from Luton to Amsterdam and Brussels, and had autho- 
rization from the UK Department of Transport to fly addi- 
tional routes from Luton to Paris and Frankfurt. The Ryan 
family hoped the new airline would generate enough cash 
to finance Ryanair. However, it proved to be an even 
greater cash drain. It was at this time that Ryan hired a 
new personal assistant, Michael O’Leary.*9! 


THE MAN BEHIND RYANAIR’S SUCCESS 


O’Leary became Chief Executive of Ryanair in 1993 and 
has been included in Forbes Magazine as one of the world’s 
top 25 businessmen*9?. He began his career as a tax 
accountant with KPMG, working with a partner who pro- 
vided wealth management advice to affluent clients. One 
of these clients was Ryan himself. During an audit, Ryan 
met O’Leary and was impressed. Later, when Ryan was in 
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need of a personal assistant at GPA, he remembered 
O’Leary and offered him the job. O’Leary had grown rest- 
less with his job at KPMG and agreed to work for Ryan as 
his personal assistant. His salary was based on profits that 
he generated for Ryan’s ventures.*9% 

In light of the financial difficulty Ryanair was facing, 
Ryan installed O’Leary as a director at Ryanair to keep an 
eye on the financial situation. Anew CEO, P.J. McGoldrick, 
was hired to rein in the firm’s financial extravagance and 
use his experience and expertise to help the airline run 
more efficiently and profitably. McGoldrick implemented 
a business class service slightly better than what was 
provided by Aer Lingus.*% At the time, Ryanair also had 
a frequent-flyer program.*9° O’Leary recalls the state of 
the airline when he was hired to help McGoldrick with the 
restructuring: 


Unfortunately, we made the traditional airline mistakes: 
over expanded into a broad network of unsustainable routes, 
an unmanageable fleet of eight aircraft in which there were 
four aircraft types, feeling a compulsive need to serve food 
and freebies to every single passenger in every single market 
going everywhere, with the result that we finished up going 
nowhere other than back to the Ryans for massive dollops 
of financial support.*9° 


During McGoldrick’s leadership, Ryanair started a flight 
to Stansted airport in London, a brand new airport that had 
yet to attract much business. Aer Lingus already flew from 
Stansted and when Ryanair started flying from that air- 
port, it chose to deal swiftly and decisively with the new 
airline. Aer Lingus raged a fierce retaliatory price war 
that brutally impacted Ryanair’s financial situation which 
was already problematic due to employee spending. Be- 
cause of Ryan’s financial backing, employees were under 
the impression with regard to costs, prudence was not an 
issue. At this point, the airline was facing financial 
difficulties and costing the Ryan family millions of dollars. 
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Ryanair was trying to compete in service with Aer Lingus 
and British Airways by offering discount fares. They were 
trying to be everything to everyone. In order to be success- 
ful, it was going to require a dramatic turnaround and 
focus on creating a niche for itself in the industry. At this 
point, however, O’Leary was determined that the only safe 
financial option for the Ryan family was the liquidation 
of Ryanair as it was losing millions, and O’Leary felt that 
further financial losses were inevitable.*97 

Ryan did not want to give up. He approached the Minister 
of Transport, Seamus Brennan, and asked for exclusive 
flight rights to Stansted. He believed that if the airline 
could operate successfully on that route, then Ryanair 
could survive. Luckily, the Minister believed that Ireland 
should have a “two airlines” policy, meaning Aer Lingus 
should not be able to monopolize the Irish airline industry 
and unfairly drive out its would-be competitors. He con- 
ceded the Stansted route to Ryanair. Brennan “ordered Aer 
Lingus off the Stansted route and confined it to flying into 
Gatwick and Heathrow while Ryanair could fly to Stansted 
and Luton.”49° It was Stansted Airport where Ryanair 
would negotiate its famous deals at a fraction of the price 
that airports charged other airlines. The airline learned 
that flying to secondary airports was going to be one of its 
top cost-cutting strategies. Because the demand is not as 
high to fly to these airports, the airports were more than 
willing to strike a deal encouraging airlines to fly there 
and increase airport traffic and revenues. 

Ryan instructed O’Leary to focus on cutting costs wher- 
ever he could. Despite O’Leary’s insistence that the air- 
line be shut down, Ryan encouraged O'Leary by stating 
that he would provide financial incentives if O’Leary 
turned the airline around. O’Leary negotiated a deal that 
would give him 10 percent if the airline had a £2 million 
profit and 25 percent of any amount exceeding £2 million. 
O’Leary stood to make millions if he could turn the airline 
around. 
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O’Leary’s first major overhaul included sharply cutting 
the number of employees. In addition, he reduced their 
salaries, which were already less than that of their coun- 
terparts at Aer Lingus. Today, however, the airline’s 
website claims that Ryanair employees are the highest 
paid, on average, in the industry.*99 O’Leary stood by his 
opinion that the small, struggling airline could not be run 
like the state carrier and that job cuts and salary reduc- 
tions were necessary to keep the airline in business.5° 
He also refused to refund customers who were paying low 
fares and who, in his opinion, had no business complain- 
ing about delayed flights or lost baggage. 

O’Leary’s financial stake in the business led him to 
help out wherever needed. It was not unusual to see him 
behind the check-in counter or in any other capacity 
where additional help might be needed to keep the airline 
running. Once, during a baggage-handler’s strike, he and 
other executives personally loaded the baggage onto 
planes.°°! O’Leary ran the company as if it were his own, 
with his personal fortune at stake. His forceful personality 
also led to the abrupt departure of many senior managers. 

Around the time of the Gulf War in early 1991, the world 
airline industry took one of its hardest blows ever. Only 
three of the world’s largest airlines were profitable that 
year. Many of the flag carriers received state aid to stay 
afloat during the turbulent economics of that time. At the 
end of 1991, McGoldrick left Ryanair after announcing his 
belief that the airline was on the “threshold of a ‘dramatic 
turnaround’ and that despite the trauma endured by 
Ryanair, staff morale was very high.”°°? Indeed, Ryanair 
was in need of a turnaround and soon O'Leary was going 
to change the airline’s destiny. 


“THe Roan To Damascus” 


At Ryan’s insistence, O’Leary headed off to Dallas, Texas, 
to observe Kelleher’s operations at SW. O’Leary credits his 
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visit to SW as the impetus for turning around Ryanair’s 
performance. When asked how important Kelleher is with 
regard to the airline industry, O’Leary responds, 


How important’s Herb Kelleher? Herb Kelleher’s like God. 
He’s the original genius. Herb Kelleher would have been the 
Thomas Edison of low-fare air travel. This is the guy who 
created it, this is the guy who first dreamt of charging people 
ten dollars for two- and three-hour flights in the United 
States, and he’s the one who revolutionized the industry. 
He’s the Sam Walton of the airline industry.5° 


O’Leary’s background as an accountant enabled him to 
focus on abundant cost-management opportunities at SW. 
First, there were no assigned seats. Customers choose 
their seats as they board the plane, allowing for faster 
turnaround time between flights. Colleen Barrett, the 
current President of SW, notes that 


We have examined assigned seating periodically, and all of 
our studies show that it takes more time than our current 
system. That is an extremely important consideration be- 
cause, if we had to extend our ground times by as little as 
ten minutes for assignments, we would have to buy 31 more 
737s at a cost of $36 million.5°4 


Second, SW flew only Boeing 737s instead of a variety 
of airplanes as was common with the major US airlines. 
Adhering to one model keeps maintenance costs to a 
minimum, with fewer spare parts to be inventoried. Also, 
because employees do not need to become familiar with 
several types of airplanes, the company can reduce train- 
ing time and costs. 

A third cost-saving characteristic of SW was that it flew 
from smaller airports. This resulted in lower airport land- 
ing fees and quicker turnaround time, giving airplanes 
more time spent in the air. Turnaround time proved to be 
the most important lesson learned. On his “road to Dam- 
ascus”, O’Leary observed the 25-minute turnaround time, 
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which accounted for significant savings for SW. O’Leary 
realized that faster turnaround time between flights would 
allow more flights per day to be scheduled. 

In 1991, with the information he collected in Texas, 
O’Leary and his new management team—including the 
new CEO, Conor Hayes—were able to change Ryanair’s 
destiny. O’Leary realized that if the price was right, 
customers would be willing to forego frills, especially on 
short point-to-point routes. Within four years, routes were 
cut from 18 to nine, and the Boeing 737-200 was made the 
standard company aircraft. Ryanair acquired 11 of these 
planes from other airlines. Fares were cut to the bare 
minimum, and on-board giveaways were eliminated. 
Average yield decreased almost 50 percent while traffic 
rose 300 percent resulting in increased profitability.5 

Following the restructuring, Fortune Magazine concluded 
that Ryanair was more efficient than SW in terms of “Cost 
Per Available Seat Mile” flown. SWs CPASM was 7 cents 
while Ryanair’s was 6.8 cents. Other statistics indicated 
that Ryanair was more efficient in terms of passengers 
per employee (SW: 2,443; Ryanair: 3,077) and employees 
per aircraft (SW: 81; Ryanair: 50).5°° More recently, Ryanair 
has eliminated seat-back pockets, reclining seats, per- 
sonal air vents and window shades to save even more 
money.°°? However, in a recent move, Ryanair recently 
acquired in-flight entertainment, similar to JetBlue, but 
charges for its use to boost ancillary revenues.°% 

Ryanair, however, did not emulate SW’s traits of focus- 
ing on employees (often rated in Fortune Magazine’s “Top 
100 Companies to Work For”) or its customer service 
philosophy. In fact, O’Leary is famous for telling his cus- 
tomers where to “get off” if they complain about cancelled 
flights, and barring them from boarding a plane without 
a passport. Ryanair adhered to the rule that a passport was 
the only acceptable form of identification. People in the 
company half-jokingly insist that O’Leary would not even 
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allow his own grandmother on a Ryanair flight if she did 
not have the proper identification. 

Ryanair is given the most grief with regard to its no- 
refund policy. O’Leary even reneged on a publicity deal 
granting free flights for life to Ryanair’s one-millionth 
customer. However, a court reversed this decision, citing 
O’Leary’s overly hostile treatment of the customer. Finan- 
cial Times reporter Simon Bowley notes that, “O’Leary’s 
investors must have loved the fact that their money was 
entrusted to such a miser.”°°9 Ryanair’s success lies in 
the fact that if there are any areas in which to save costs, 
O’Leary is going to do it. 

In addition, O’Leary has no use for unions. In fact, he 
has waged fierce battles to keep Ryanair’s baggage-han- 
dling crew and pilots from unionizing. Most recently, its 
pilots have been in talks with the British Airline Pilots 
Association (BALPA). Warwick Brady, the Director of Flight 
Operations at Stansted, sums up the attitude of Ryanair’s 
management about unions in a recent memo: 


We have no objection to any Ryanair pilot joining Balpa, the 
Taliban, the Monster Raving Loonies or indeed the Moonies. 
Each individual is perfectly free to join whatever organiza- 
tion he/she chooses. Balpa, in return for your membership, 
will charge you one percent of your total salary, a sum that 
will amount to £1,000—yes £1,000—each year. If you want 
to waste £1,000 we recommend fast women, slow horses, or 
even greyhound racing; at least you'll have a few minutes 
of fun, which is more than you'll have with Balpa.®!° 


O’Leary has long maintained that his employees are 
well compensated without needing union negotiations. 
Flight attendants can earn extra income by selling in- 
flight entertainment, meals, and drinks. 

When Ryanair acquired the airline Buzz from Dutch 
carrier KLM in 2003, it cut 500 of the 600 jobs and refused 
to accept the union-backed contracts of the employees he 
transferred to Ryanair. Former Buzz employees work some 
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of the longest hours in the business now that they are 
employed at Ryanair. A Ryanair pilot flies around 80 to 90 
hours a month while the legal maximum is 100 hours. 
British Airways pilots fly about half as many hours as their 
counterparts at Ryanair. However, Ryanair’s pilot com- 
pensation is close to the highest in the industry, earning 
one-third more than British Airways pilots. Employees at 
Ryanair also have stock options, and this additional perk 
further encourages employees to work hard. Ryanair is 
able to fly more than 24 million passengers each year with 
only 2,000 employees, while Lufthansa flies twice as 
many passengers with 30,000 employees.°!! Ryanair’s 
high employee productivity is yet another factor contri- 
buting to its low costs. 


RYANAIR TAKES OFF 


With a new cost-cutting strategy in place, Ryanair man- 
agement increased the pressure on Aer Lingus and Brit- 
ish Airways. Ryanair began offering low fare “seat sales” 
on its flights. Aer Lingus started copying this tactic, in 
some cases matching Ryanair’s fares. This led Ryanair 
employees to be concerned that the flight information 
they had to file with the Department of Transport was 
being leaked to the competition. The seat-sales tactic 
managed to scare British Airways off its flights between 
the UK and Ireland since it did not want to “waste its 
valuable Heathrow slots on ridiculous fares.”°!* Aer Lingus 
was facing financial difficulty because it had not expanded 
its capacity when beginning the price war with Ryanair. 
By 1992, Ryanair’s new strategy finally seemed to be 
working. The airline carried 2.5 million passengers and 
reported a profit of 8850,000—a significantly conservative 
amount that could have been as high as £3.5 million. The 
accountants at Ryanair created higher-than-necessary 
cash maintenance reserve expenses. The impact of this 
accounting method was to make the company look less 
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profitable than it actually was. Ryanair wanted to continue 
claiming that Aer Rianta’s costs were exorbitant; also, 
Ryan had accumulated huge debts after GPA collapsed and 
creditors would have been closely monitoring its income 
from Ryanair.>!% 

O’Leary became Chief Executive Officer after Hayes 
announced his departure at the end of 1993. He went into 
a cost-cutting frenzy, creating a policy that cover sheets 
not be used when sending a fax, and that pilots should buy 
their own pens and uniforms, and take notepads from 
hotels.°!4 The new CEO negotiated unheard-of deals with 
the airports to which it flew by promising to bring more 
passengers to the smaller airports with its lower fares. In 
turn, the airports could make more money by selling the 
airline more services and by gaining economies of scale. 

Ryanair management began looking at new routes to 
fly. Even in this area, O’Leary was extremely cost-con- 
scious. He boasts that “some airlines enter a new route 
and aim to make a profit in three years. We will not enter 
a route if we cannot break even in three hours and grow 
the market by at least 100 percent.”°!5 Ryanair and rival 
discount airline, easyJet, have profited from adhering to 
a model of only entering markets where lowering the price 
sharply increases demand. This model is so effective that 
Stelios Haji-Ioannou, the founder of easyJet, is applying 
it to other business lines, such as easyHotel, easyBus, 
easyCruise, and possibly even easyTelecom and easyPizza. 
He remarks, “There’s no point in say, offering a cut-rate 
burial service. The demand for funerals isn’t going to go 
up regardless of the price.”516 

O’Leary next focused on airport charges. He discovered 
that if he flew to secondary airports he could negotiate 
much cheaper fees at a fraction of the charge he incurred 
at the major airports. Some airports even let Ryanair to 
fly in with no charges because the airline would bring in 
more passengers. The small airports knew they could 
make their money from parking fees and duty-free sales 
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that the higher passenger volumes would generate. In a 
highly publicized dispute with Aer Rianta, the state-owned 
airport authority in Dublin, O’Leary claimed that, “It is 
now vital we are competitive with the deals we are getting 
with airports around Europe. Of the 27 airports we use, 23 
will absorb the cost of lost duty-free revenue. Aer Rianta’s 
charges are the highest we pay anywhere.”°!” O’Leary 
thought the fees Ryanair paid at Dublin airport was out- 
rageous, especially considering the fact that Ryanair’s 
home country was charging him the most. 

Ryanair’s management made deals with airports prom- 
ising a certain volume of passengers each year, or pay the 
difference. In return, the airports would give Ryanair a 
huge discount on fees per passenger. Some airports even 
allowed Ryanair to land with no fees. O’Leary was able to 
negotiate deals so that the airports would pay Ryanair to 
come to them. In return Ryanair would bring in large 
numbers of passengers that not only benefited the airport, 
but also the local economy. The highly publicized deal that 
Ryanair received from Brussels South Charleroi Airport 
and the government of the surrounding Walloon Region 
was later ruled a state subsidy, and the European Com- 
mission required Ryanair to pay back four million euros. 
This ruling is going through the appeals process. 

Some argue that the airline has gone too far with its 
cost-cutting strategy particularly with Ryanair’s refusal to 
pay for the use of wheelchairs by disabled passengers. The 
airport authorities own the wheelchairs and charge for 
their use, and most airlines readily absorb this fee. 
Ryanair, however, refuses to do so, citing the airport as 
the responsible party. Disability action and equality groups 
are outraged by this policy, and newspapers have even 
published special columns dedicated to Ryanair com- 
plaints. Another example of Ryanair’s refusal to bear 
additional costs shows its inflexibility. When the airline 
caterer, Gate Gourmet, began charging for ice previously 
supplied free with beverage purchases, Ryanair refused 
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to pay and instead served beverages without it. Not only 
did this irritate customers who pay for the drinks—only 
to get them warm, but also the flight attendants, whose 
commissions are based on their in-flight sales. It was 
embarrassing for the attendants to have to tell frequent 
flyers that the airline was “out of ice today” on a recurring 
basis. However, when the Gate Gourmet realized that 
Ryanair was not giving in despite all the complaints, Gate 
Gourmet conceded and resumed supplying ice.°!® 

Ryanair flies to many secondary airports located sev- 
eral miles outside of major cities, some as far as or more 
than 100 km away. Since these airports have lower 
landing fees and permit faster landings and take-offs, 
enabling it to fly more hours per day, the discount airline 
benefits. However, to build demand, Ryanair advertises its 
flights based on the name of the closest large city. Ryanair 
found itself in trouble with the advertising ethics boards 
regarding its claims to fly to cities such as Frankfurt and 
Paris. Frankfurt-Hahn airport is actually 110 km from 
Frankfurt, and the Paris-Bauvais airport is 56 km from 
Paris, approximately a one-hour drive. One reporter de- 
scribed the Paris-Beauvais airport as “a corrugated metal 
warehouse with no toilet seats in the bathrooms.” She 
goes on to describe the atmosphere inside the terminal 
as “so informal that a group of French political science 
students felt free to unpack a soccer ball and start a lively 
scrimmage in front of the check-in counters—acciden- 
tally striking one passenger with the ball.”°!9 

Ryanair has also been penalized for its other advertis- 
ing campaigns. One censure involved Ryanair’s ad featur- 
ing the Pope claiming the “fourth secret of Fatima” due 
to the low fares Ryanair offered there. Another ad claimed 
British Airways is an airline of “Expensive bastards,” 
providing a list comparing Ryanair and British Airways 
rates. The result was additional censure from the Adver- 
tising Standards Authority.52° Despite the good or bad 
publicity the airline receives, it maintains the position 
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that there is no such thing as bad publicity. Most adver- 
tising themes are generated by Ryanair’s employees. 
Sinead Finn, Ryanair’s Director of Sales and Marketing, 
proclaims, “I don’t see any value in paying for outside 
agencies when we have 1,800 employees with an average 
age of only 28. At the moment I have a bank of 250 different 
advertising ideas.”>*! Tim Jeans, former Sales and Mar- 
keting Director at Ryanair, adds that the advertising is 
made to look “cheap and unpretentious” to attract more 
of the general public to fly. He further notes that, “Ryanair 
promises nothing and thus manages to exceed the expec- 
tations of most of its passengers.”°?? 

Another cost that Ryanair first cut and then eliminated 
was travel agent commissions and fees. Travel agencies 
had long profited by booking flights for the airlines and 
receiving a 9 percent commission. Ryanair decided to 
trim this commission to 7.5 percent, incurring the wrath 
of many travel agents who then decided to boycott booking 
Ryanair flights.5?° However, that response backfired since 
its customers sought out the travel agents who continued 
to book cheap Ryanair’s flights. Later, Ryanair realized 
that, like SW, it could completely eliminate most travel 
agent costs by enabling customers to book flights them- 
selves through a website. Ryanair.com was created in 
2000, and by 2002, the airline was receiving 94 percent 
of its bookings online. The website secures nearly 500 
million page-views each month, and was named the most 
popular airline on the Web in 2003 by Google.®?* Airline 
staff members constantly monitor the online bookings so 
that when demand is down they can slash prices, and 
when demand is strong, they can raise fares.?5 

The website also boosts profits by providing ancillary 
revenues (Figure 10.1). Through Ryanair’s website, cus- 
tomers can book hotel rooms, rental cars, buy travel insur- 
ance, and sign up for a Ryanair credit card. In the fiscal 
year 2004, Ryanair’s ancillary revenue figures increased 
35 percent, reflecting strong growth in non-flight scheduled 
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Figure 10.1: Ryanair Six-year Ancillary Revenue Growth 
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revenue. Ancillary revenues also include any meals or 
drinks bought on flights and excess baggage charged. 
Flight attendants are encouraged to sell food and drinks 
on board flights with their commission compensation 
directly tied to their sales. In the opinion of some passen- 
gers, such incentives create pushy flight attendants. 
Ryanair has eliminated its catering costs while serving 
free drinks onboard flights from new companies wanting 
to advertise their beverages and stimulate demand.®?° 

Excess baggage charges can be steep, and the weight 
limit is quite low in comparison with other airlines. 
Ryanair has also used SW’s idea of generating revenues 
by having its planes fly billboards painted with Kilkenny 
beer, Jaguar cars and the Sun newspaper advertisements, 
among others. These sponsorship deals are akin to having 
an additional passenger aboard each flight.5?7 

Ryanair boasts the best punctuality rates on its website, 
updating the figures monthly. An entire page on the 
website is devoted to a comparison of Ryanair’s punctu- 
ality ratings against easyJet’s. The website states, 
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easyJet (is) just another high-fare almost always-late air- 
line. It is hopeless when it comes to efficiency and on-time 
performance, and its fares are 70 percent more expensive 
than Ryanair. Ryanair is committed to telling the public the 
truth—there is only one low-fare, on-time airline and that’s 
Ryanair, not easyJet.578 


Due to Ryanair’s targeted 25-minute turnaround, on- 
time or even early flights are the norm. Because of low 
traffic congestion in the secondary airports, the airline is 
able to take off as soon as all passengers have boarded. 
Wall Street Journal reporter, Jane Spencer, noted that, 


Despite the unusual airport, Ryanair delivered on efficiency. 
Our flight to Spain, listed as almost two hours long, man- 
aged to arrive in Spain a startling 55 minutes early. As soon 
as all scheduled passengers arrived, the plane simply took 
off.529 


Ryanair uses only one type of aircraft to reduce training 
time for its pilots and staff and also spare parts inventory. 
O’Leary lovingly refers to his fleet of Boeing 737s as his 
Toyota Corollas.5°° When Ryanair placed a huge order in 
1998 for 45 next-generation 737-800 series aircraft, 
Boeing, the world’s largest aircraft manufacturer, was a 
little nervous about conducting a multi-billion dollar busi- 
ness deal with a relatively unknown airline. Boeing de- 
veloped a computer simulation to test for flaws that might 
damage the airline’s ability to pay down the road, such as 
drops in demand and changes in exchange rates and 
aviation fuel prices. “We could not find a quarter when 
they were not profitable. The lowest we could do was a 
breakeven. It is probably the most robust model we have 
encountered,” according to Eric Hild, Boeing’s Director of 
Sales for UK and Ireland.®?! 

Ryanair’s success has put quite a damper on the profits 
of other airlines in Europe. In fact, the once all-powerful 
Air France, Lufthansa, and British Airways now have 
lower market capitalization than Ryanair. During 2002, 
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Figure 10.2: Ryanair Six-year Net Income Growth 
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while almost every airline in the world recorded huge 
losses after the terrorist attacks in the United States, 
Ryanair reported an incredible 59 percent increase in 
profits (Figure 10.2), thriving in the face of the events 
surrounding 2002. 

Ryanair almost forced Aer Lingus into bankruptcy in 
2001, and since then, the flag carrier has restructured its 
business, modeling itself after none other than Ryanair. 
Alitalia, the Italian flag carrier, has come close to bank- 
ruptcy while other major players have disappeared. But 
Ryanair posts passenger and revenue records each year. 
O’Leary commented about his rival British Airways, 


They have waterfalls in the headquarters out at Heathrow, 
they swan around sipping cappuccinos, thinking they are 
masters of the universe. But British Airways is stuck on the 
horns of a dilemma. Its costs are high, so it charges high 
prices, while we are going at it like gangbusters.5°? 
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THE RoaD AHEAD 


Ryanair flew 34.8 million passengers in its fiscal year 
2006 and operated in 17 bases across Europe, with the 
most recent additions being Madrid and Marseilies.>9° At 
the end of 2006, Ryanair was flying more than 425 routes 
to 130 destinations, and had 103 planes in its fleet. The 
airline was expecting to carry 42.5 million passengers in 
2007. In 2002, Ryanair made headlines when it an- 
nounced a long-term partnership with Boeing. It placed an 
order to acquire 150 new Boeing 737-800 series aircrafts 
between 2002 and 2010. And in 2003, Ryanair placed an 
order for an additional 100 aircrafts to facilitate its rapid 
European growth plans.>*4 

Ryanair flies 189 routes to over 87 destinations and it 
flew 74 aircrafts at the end of 2004. Its fleet of airplanes 
includes fifty-five 189-seat Boeing 737-800s, thirteen 
130-seat Boeing 737-200s, and six 148-seat Boeing 737- 
300s. 

Ryanair boasts that it is Europe’s second largest inter- 
national scheduled carrier behind Lufthansa and just 
ahead of British Airways with Air France not far behind.59° 
In October 2004, for the first time ever, the airline flew 
more passengers across Europe than British Airways. 
With the arrival of the remainder of the Boeing fleet, 
Ryanair will have the capacity to fly over 50 million 
passengers in a few years and it plans to be the largest 
airline outside the United States by 2008. If Ryanair 
continues as it has been doing, it should be able to reach 
this goal. However, it could be detrimental to Ryanair’s 
growth plans if the airline is no longer allowed to obtain 
favorable landing agreements with smaller airports. How- 
ever, as one of its advertisements claims, for the time 
being, Ryanair is “taking off!” 


Chapter 
Eleven 


Big Response to First 
Discount Airlines in Asia 


LOW-FARE AIRLINES have operated in Asia only since the 
beginning of the 21st century. The first discount airline 
in Asia was Air Asia, based in Malaysia. It began offering 
deeply discounted fares in early 2002. Word rapidly spread 
about Air Asia’s strong demand and so Air Deccan was 
formed in India, with operations beginning in August 
2003. It became clear that there was large demand from 
the general public for low-cost basic airline service. Both 
Air Asia and Air Deccan adopted several of the techniques 
used by SW in the United States and Ryanair in Europe. 


AIR ASIA AND ITS SUBSIDIARIES 


Malaysia, in Southeast Asia, is a country of 23 million 
people, with regular flyers accounting for just 3 percent 
of the population. Malaysia Airlines had been the sole 
domestic and international carrier in Malaysia until the 
industry was deregulated in the second half of the 1990s. 
The first new airline to be formed following deregulation 
was Air Asia. It began operating on November 15, 1996 
with two Boeing 737-300s. On major domestic routes, Air 
Asia competed with Malaysia Airlines, but was unable to 
attract enough customers to operate profitably. Air Asia 
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also obtained rights for international service to four cit- 
ies, but soon discontinued service to two of them. As a 
consequence of its continuing loses, Air Asia was sold to 
a local company, Tune Air, on December 8, 2001. The new 
owner agreed to assume 50 percent of its net liabilities, 
which amounted to $54 million.5°6 

Tune Air decided to continue to use the name Air Asia, 
but changed the nature of its operations from a full- 
service high-price airline to a no-frills low-price airline. 
Tony Fernandes, Chief Executive Officer of the new dis- 
count airline, extensively studied the operations of SW in 
the United States and Ryanair in Europe. He indicated 
that many of the characteristics of Air Asia would be based 
on the nature of these two highly successful discount 
airlines. He noted that the four most profitable airlines 
in the world were discount airlines. Given his obsession 
for cost reductions, Fernandes actually reduced Air Asia’s 
cost per mile to less than the costs at SW and Ryanair.°9” 

Some airline analysts doubted if the first discount 
airline in Asia could survive, when the long-established 
Malaysia Airlines had lost a large amount of money in 
recent years flying domestic routes. Fernandes’s response 
was that a period of recession was a good time to start a 
low-cost airline because around the world cost-conscious 
consumers and companies increasingly fly discount air- 
lines, and book fewer flights on traditional airlines. Air 
Asia planned to charge 50 percent less than Malaysia 
Airlines, and believed this would generate a strong de- 
mand for it. Air Asia executives believed that with low 
fares, the discount airline could attract many first-time 
flyers. Conor McCarthy, co-founder of Air Asia said, “We 
are looking at growing that market, and attracting people 
off the motorways and railways and onto aircraft.” Further- 
more, Malaysia recently signed an open-sky agreement 
with Thailand, making it possible to serve the larger 
regional market in the future.59° 
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To launch the new discount airline, Air Asia announced 
a two-month special introductory offer for January and 
February 2002. The response was overwhelming, causing 
Air Asia to add 16 telephone lines and 20 computer 
terminals at its call center. Fernandes then stated, “by 
next weekend we will be dealing with 300 travel agents 
compared to 25 now.” His goal was to develop strong 
demand and to be profitable by the end of the first year of 
operations.5°9 Malaysia’s Transportation Minister Ling 
Sik said Air Asia’s low fares would boost domestic tourism 
with more people flying, which would be good for the 
country. He further stated that the new airline “would be 
good for Malaysia Airlines as it will provide competition 
and may prompt the national airline to drop some unprof- 
itable routes and eventually concentrate on international 
routes, "540 


How Air AsiIA CAN UNDERCUT MALaysIA AIR BY 50 PERCENT 


During 2002, the new owners of Air Asia planned to expand 
its fleet of airplanes from two to six Boeing 737-300 
aircrafts, each with a capacity of 148 seats, and to in- 
crease the number of cities served from five to ten. It took 
steps to create the first low-cost, discount airline in Asia. 
These included: 


e Adoption of a non-union culture 

e No frequent-flyer program 

e Using one type of aircraft to save maintenance and 
training costs 

e Switching on the air conditioning only before the 
flight takes off 

e Using secondary airports rather than primary air- 
ports to save on landing and parking fees 

e Using a staircase rather than an aerobridge 

¢ Leasing aircraft at an attractive rate.°*! 
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E1cHt More Ways Air ASIA REDUCED ITs Costs 


Payment Method 


Initially, Air Asia charged eight different fares for a typical 
flight. The earlier a person booked a flight, the cheaper 
the fare. Even last-minute tickets cost less than the fares 
of Malaysia Airlines. Customers could pay for their tickets 
by using one of the major credit cards—Visa, Master 
Charge, American Express, or Diners—but cash or checks 
were not accepted. There was a discount for booking 
flights over the Internet. 


Tickets 


In contrast to most airlines, Air Asia developed a “ticketless” 
system to help minimize its costs. People buying tickets 
were issued a booking number, although that was not 
required for checking in. To board an airline, all passen- 
gers had to do was show their identification card; a 
passport was required for tourists. 


No Frills 
The discounter served no complimentary meals or drinks, 
and customers wanting these items had to pay for them. 
Check-in 


Passengers could check in no sooner than two hours 
before a flight, and no later than 45 minutes before a flight 
was scheduled to take off. 


Boarding 


Passengers were required to board flights no later than 30 
minutes before departure. Those who arrived later than 
that were not allowed to board the flight, had to forfeit their 
seats, and received no refunds or transfers. 


Seating 


Seating was on a “first-come basis”, allowing passengers 
to choose whatever available seat they wanted. 
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Paperless Cockpit 


Pilots were issued laptops on which they prepared for 
flights and accessed flight manuals. It was estimated that 
this contributed to savings of 4,800 man-hours during the 
first year of operations.542 


Extending the Life of Airplanes Tires 


Fernandes continued to be “fanatical about finding ways 
to lower costs” in order to offer deeply discounted fares, 
support rapid growth, and make a profit. His chief engi- 
neer told him one day that the life of tires on landing gears 
cost $6,000 for each six-wheel Boeing 737. He went on to 
say that the tires would last considerably longer if pilots 
made a “shallower approach to landing.” Bypassing the 
chain of command, Fernandes immediately ordered Air 
Asia pilots to adopt this mode of landing. As a result, tires 
lasted 180 landings in comparison to 70 landings before 
the change.°*% 


THREATS TO THE SURVIVAL OF AIR ASIA 


In August 2002, just eight months after Air Asia started 
flying, Malaysia Air—the dominant full-service and high- 
cost carrier—reduced its domestic fares by 50 percent and 
matched the low fares of Air Asia’s discount airline. 
Malaysia Airlines was already losing millions on its do- 
mestic flights, in large part due to flying large-capacity, 
wide-bodied jets on its domestic routes. These bigger 
aircrafts were purchased for their longer and profitable 
international flights. According to Fernandes, Malaysia 
Air’s reduction of its domestic prices by 50 percent rep- 
resented unfair competition, as it was already losing 
money on these flights. He said that if Malaysia Airlines’ 
price cuts continued, his discount airline would be driven 
out of business within four months. He further said “We 
welcome competition, but it has to be fair and on a level 
playing field....”°44 
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Fernandes sent a note to Malaysia’s Transportation 
Minister protesting Malaysia Airlines’ sharp price cuts on 
Air Asia routes. He argued that the significant price 
reductions, in face of already large losses on its domestic 
routes, represented “unfair competition.” He further noted 
that the Malaysian government was underwriting the 
plan to drive Air Asia out of business by assuming the 
losses of Malaysia Airlines. He went on to say that Air Asia 
“is a seven-month old baby and we operate with only five 
aircraft, yet we have made a profit .... If we close down, 
it won’t do any good to the aviation industry.”545 

Ling Silk, Malaysian Transportation Minister, an- 
nounced that his administrators would meet with both 
airlines to ensure that that Malaysia Airlines’ sharp fare 
reductions constituted “fair and healthy competition.” He 
said, “Lower fares would benefit consumers, but they must 
also be financially viable to the airline in the long run.” 
Malaysia Airlines’ 50 percent fare reductions resulted in 
a 40 percent drop in Air Asia’s bookings within a few days. 
The major airline’s fare reduction came as a surprise 
since it had requested a 51 percent increase in domestic 
fares on the previous year as it was losing $200,000 every 
month. At the time of the fare war, Air Asia operated just 
five Boeing 737-800s while Malaysia Airlines operated 39 
737-400s. Fernandes stated it was clear that the high- 
cost, high-service Malaysia Airlines was intent on push- 
ing the young discounter out of business so that it could 
again raise its fares. The hearings revealed that in other 
parts of the world, start-up discount airlines were put out 
of business by larger and better-financed airlines using 
temporary price cuts like those of Malaysia Airlines.>4° 

Shortly after Malaysian Airlines’ sharp fare reduction, 
Fernandes appeared uninvited to one of its exclusive 
cocktail parties. Before a crowd of people he confronted the 
guest of honor—Malaysia’s Transportation Minister. He 
charged that the state-owned airline was attempting to 
crush its small start-up competitor and drive it out of 
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business. He pleaded with the minister to stop Malaysia 
Airlines’ unfair price reductions. Soon afterwards, the 
Minister of Transportation ordered the airline to stop the 
selective price cuts targeted at Air Asia.547 

In contrast to what had happened in the United States, 
the Malaysian Aviation Administration ruled against 
Malaysian Airlines’ predatory behavior which forced it to 
restore prices to their prior levels. In the United States, 
the Supreme Court had failed to stop predatory pricing by 
American against small start-up discount carriers. Once 
the small discount airlines were driven out of business, 
American major airlines raised their prices to the levels 
they were before temporarily lowering them. As discussed 
in the earlier chapters, predatory pricing has been used 
extensively in the United States by the high-cost major 
airlines to thwart the growth of discount airlines, and 
maintain high prices in many markets. 


AIR Asia’s Low-cost SERVICE BECOMES A Bic Hit 


After Malaysian Airlines failed to use predatory pricing to 
drive the discounter out of business, Air Asia continued 
on a path of rapid growth. From July to December 2002, 
Air Asia sold 80 percent of its seats, at times even 
reaching 100 percent, and it was highly profitable. During 
2002, Air Asia earned $8 million on sales of $66 million— 
incredible results for any new airline. In addition, from 
the beginning of 2002 to mid-2003, Air Asia increased its 
fleet from two to eight airplanes and the number of pas- 
sengers it carried climbed from 16,000 to 150,000 per 
month.°48 Rapid expansion continued as a key aspect of 
Air Asia’s strategy. In June 2003, it placed an order with 
Boeing for 10 additional aircraft over the next year, in- 
creasing its fleet size to 18 aircrafts.549 

By the end of 2003, nearly two years after its launch, 
Air Asia was flying to 17 cities in Malaysia. According to 
Fernandes, “I think that it is now a well-established 
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product. If you go out into the Malaysian market, people 
have a good idea of what the no-frill, low-fares model is.” 
Conor McCarthy, an adviser to Fernandes, said, 


What we really wanted ... was a company that worked on the 
basis of the average man on the street being able to afford 
our air fares, and people who would not have considered 
flying, or would not fly as often as they do now.5° 


Air Asia’s success led to the establishment of a number 
of new discount airlines in Malaysia and in nearby coun- 
tries that emulated its discount strategy. 


AIR ASIA STARTS INTERNATIONAL EXPANSION 


After two years of shaking up Malaysia’s airline industry, 
Fernandes began making plans to expand Air Asia inter- 
nationally. He said in late 2003 that, “We've got lots of balls 
in the air right now and really exciting things are happen- 
ing.”°5! Fernandes indicated that there was a large oppor- 
tunity for growth by expanding north to Thailand and South 
to Indonesia. Furthermore, while Malaysia had a popula- 
tion of 24 million people, Thailand had a population of 62 
million people and Indonesia had 212 million people in 
2003. He said there was considerable opportunity to pro- 
vide discount airline service to these adjacent countries. 
Air Asia would stimulate air travel among a population 
that previously could not afford to travel by air, or people 
who lived in areas not served by other airlines.5°? The 
international expansion plan would help Air Asia cement 
its position as the largest low-cost carrier in all of Asia. 


FLYING TO THAILAND 


In February 2004, Air Asia created a new airline in 
Thailand with plans to fly to six cities with four aircrafts 
by the end of the year. Air Asia held a 49 percent share 
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in the new discount airline, while the Shin Corporation, 
owned by the family of Thailand’s prime minister, had a 
50 percent stake in Thai Air Asia. Fernandes said, “Shin 
Corporation was chosen because of its financial strength, 
and synergy in information technology and telecommuni- 
cations,” which would support the airline’s Internet and 
mobile-phone bookings. Air Asia would run the new air- 
line to be called Thai Air Asia. The chief executive officer 
of Shin Corporation said, 


Last year, only 10 percent of Thailand’s population traveled 
by air. Based on these numbers, we have concluded that our 
budget airline has huge market potential and we are con- 
fident that it will return a profit in the first year. 


The carrier projected a demand of one million tickets 
during 2004 with prices 40-50 percent below the estab- 
lished airlines.553 

Thai Air Asia grew steadily in the first year and a half 
from early February 2004 through August 2005. By mid- 
2005, it operated a fleet of six Boeing 737-300s flying to 
11 cities in Thailand and to four international destina- 
tions.>>4 Thai Air Asia was active in trying to boost tourism 
to the four southern provinces struck by the December 
2004 tsunami. The Tourism Authority of Thailand chose 
the new discount airline to lead a conference to discuss 
ways to increase air traffic within Thailand and to over- 
seas locations. The country’s large and established Thai 
Airways International helped Air Asia to expand and shared 
four international routes it had monopolized. This deci- 
sion was based on the fact that its discount fares would 
stimulate international air traffic by the general public, 
which otherwise could not afford to fly to Thailand.®°° 


Expansion into Indonesia 


The Indonesian government decided to license seven new 
airlines in 1999 to provide commercial service. One of 
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these was PT AWAir International Airline. However, PT 
AWAir ceased operations on March 8, 2002 with manage- 
ment citing tough competition. Air Asia entered into an 
agreement to purchase a 49 percent share in PT AWAir 
in March 2005. The acquisition was not expected to have 
any material impact on Air Asia’s consolidated earnings 
through June 2005. In its prospectus, Air Asia Indonesia 
said that it planned to adopt a low-cost model. It would be 
similar to Thai Air Asia in that it would be 49 percent 
owned by Air Asia. Fernandes said that “It will be remod- 
eled after the Malaysian carrier,” and that “AWAir can only 
serve to strengthen domestic travel in Indonesia.” 


SUCCESS RECORD AND PLANS FOR THE FUTURE 


By the second half of 2005, Air Asia and its two subsidiary 
airlines were serving more than 100 domestic and inter- 
national routes with a fleet of 30 Boeing 737-300s (148 
seats each). Over its first three and a half years of 
operations, Air Asia carried 11 million passengers and 
was the largest discount airline in Asia. During the 
second half of 2004, it earned $14.62 million, while many 
airlines were reporting staggering losses.55° 

The new low-cost carriers in Southeast Asia antici- 
pated major consolidation, due to higher fuel prices. 
Fernandes said that Air Asia was open to acquiring other 
airlines, but “it depends on what they have to offer.” By 
mid-2005, Air Asia had already been approached to take 
over a smaller low-cost airline, but Fernandes felt the 
price was too high and declined. Given that close to a half 
dozen discounters flocked to Southeast Asia in 2004 and 
2005, there was no question about the eventual consoli- 
dation among the new airlines. The issue is exactly when 
this will take place. With soaring jet fuel prices, major 
consolidation of the discount airlines in Southeast Asia 
is expected to happen very soon.°°” 
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The discount airline continuesd to enjoy strong de- 
mand, and Air Asia and its subsidiaries placed an order 
for 40 Airbus 320s in January 2005, with an option for 40 
additional airplanes. Air Asia was then operating a fleet 
of 30 Boeing 737-300s with its network covering 17 domes- 
tic destinations and 10 regional routes. In March, the 
order was increased from 40 to 60 Airbus planes, one 
delivered each month starting in December 2005 and 
continuing through 2010.558 

Air Asia’s huge achievement led it to be one of the 
recipients of the Market Leadership Awards in April 2005. 
Lifting the achievement award statue in the air, Fernandes 
stated, 


Our staff has done an amazing job. We persevered through 
words I never heard before: SARS, tsunami, bird flu, and oil 
prices of $60. But through all that we have continued to make 
money, which primarily is due to our cost, which at present 
is 2.1 cents per ASK. That’s audited and true and Michael 
O'Leary [of Ryanair] cannot say that he’s lowest any more.... 
I dedicate this award to our staff.559 


There is no question about there being a huge untapped 
market in Asia for discount air service which more of the 
general public can afford, and that the market is going to 
grow. Overall air travel grew by 20 percent in Southeast 
Asia during 2004. But there are also some challenging 
differences that discount airlines experience in South- 
east Asia. There is a range of rules in the Southeast Asia 
region that are not confronted by discount airlines in 
Europe and the United States. According to Andrew Pyne, 
a former Cathay Pacific Airway executive, “In Asia, the 
environment is still highly regulated, very restricted. So 
without a clear understanding of these regulations, you 
would never get beyond first base.” Furthermore, Asian 
governments have been reluctant to build lower cost, 
budget-based airports that provide cheaper landing and 
take-off fees and provide faster turnaround time.>° 
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AIR DECCAN IN INDIA 


Captain G.R. Gopinath, the founder of Air Deccan of India, 
stated that his eureka moment occurred during a trip to 
the United States. While passing through Phoenix he was 
amazed to find that the “airport handled about 100,000 
passengers per day.” He said that, “It suddenly shook me 
when I did the numbers. It came to 30-odd million passen- 
gers a year.” That was roughly twice the number that flew 
each year in all of India. He went on to say that India had 
a growing middle-class population, roughly the size of 
Europe, which he felt was ripe for services of a first low- 
cost carrier. Skeptics told him that the concept of a low- 
cost carrier would never work in India for several reasons, 
including the fact that most of the people did not have 
Internet access, which Air Deccan planned to use to 
reduce booking costs. After launching the first and ex- 
tremely successful low-cost carrier in India, he said, 
“Thank God I never went to a consultant.”5! 

Air Deccan was launched as the first no-frills airline 
in India in August 2003. It was to provide air service to 
secondary cities in the southern part of India with six 
turboprop airplanes having a capacity of 48 passengers. 
The new discounter was modeled after SW, with point-to- 
point service. Air Deccan adopted a “lean-and-mean” 
approach to staffing levels and “aims at maintaining a low 
aircraft-to-employee ratio” to help hold costs down and 
keep ticket prices low. According to Gopinath, “there are 
just 400 flights a day now throughout India, a country of 
a billion people.” Air Deccan planned to start operating 70 
flights a day in the near future, which would make the new 
discounter a significant player in the domestic airline 
market. Gopinath’s target market was the 4.7 billion 
people who ride India’s extensive railroad system each 
year.562 

Following the successful launch of the new discount 
airline, the airline’s director of operations stated that 
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Air Deccan’s vision is to ‘empower every Indian to fly’, and 
we are doing so not only by offering low airfares, but also 
providing air connectivity to unconnected cities. With our 
expansion, we have realized that the challenges ahead of 
us are tough and it requires our focused effort to visualize 
and actualize the dream.... We are concentrating on expand- 
ing our network in India by increasing frequencies to the 
existing destinations and opening ... newer destinations.5® 


Air Deccan planned to charge 30 percent less than the 
standard airfare of the established full-service airlines. 
To keep its costs low, there was only one passenger- 
serving per airplane; passengers paid for drinks and food, 
and tickets were booked online. Gopinath also planned 
fast turnaround times for landing and take-offs so that his 
aircraft would fly more hours per day than existing air- 
lines. Gopinath was no novice to the airline industry. He 
ran Deccan Aviation, India’s largest private charter com- 
pany. India’s growing domestic market provided a signifi- 
cant opportunity since many of its regional airports could 
only be served by Air Deccan. Passenger turboprop air- 
planes do not require long runways, as do jet aircraft. 
Clearly, Gopinath was providing ground-breaking service 
with his fleet of six, 48-seater turboprop airplanes to 
unserved cities in India. 

There were several operating advantages to flying 
Bombardier turboprop airplanes that were important to Air 
Deccan’s strategy of charging lower prices than its major 
competitors. The cost savings associated with its turbo- 
prop aircraft included: 


e 14 percent lower crew costs 

¢ 18 percent lower capital costs 

e 20 percent lower airframe weight-related costs 
e 26 percent lower airframe maintenance costs 
¢ 28 percent lower fuel consumption 

e 83 percent lower engine maintenance costs.°% 


254 Deregulation and Competition 


One of the first cities to benefit from the startup of Air 
Deccan was Hubli, a city of low-rise office buildings, 
shuttered textile mills, and brownish-colored apartments 
located in the red-dirt hills of Karnataka. People who 
wanted to travel to the state capital of Bangalore, 250 
miles to the southeast, had to travel by bus or train, a 
journey of seven to 10 hours. Now they could fly to Ban- 
galore in about an hour by purchasing a ticket two weeks 
in advance for $40 each way. This was about the price of 
a berth on an air-conditioned train. Or if they booked their 
flight 45 days in advance, the cost would be reduced toa 
mere $11.566 

According to the senior administrator for Hubli, “with- 
out air connectivity, a city has a ceiling. It cannot grow 
further and it will stagnate.” He went on to state that since 
the air service began, firms have started considering 
Hubli as a location for outsourcing and software develop- 
ment, as well as other uses. But air service is still in its 
infancy in Hubli. At times, cows and people wander on to 
the runway, and the passenger lounge is not much larger 
than a living room. Furthermore, delays on account of 
weather are common since the airport does not have 
landing instruments and there is only audio communica- 
tion between the ground and the airplanes.°°” 


Acceptance and Rapid Expansion 


In August 2005, Gopinath was interviewed by Businessline, 
almost 18 months after the initial flight of the first 
discount airline in India. He reported that the discount 
airline had experienced a great response and that the 
airline was carrying 1,000 passengers a day, and that its 
market share had rapidly climbed to 8 percent in India. 
He went on to say that by February 2006, Air Deccan would 
be flying 100 flights per day and, by March, it would have 
flown one million passengers. He added that the number 
of employees had increased in 18 months to 1,000. 
Gopinath explained that, 
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we learned as we went along, and kept fine-tuning the 
operation and that has been important to our success. A key 
to our success is low cost and low price and a high level of 
capacity utilization. 


Air Deccan’s revenue increased by 5 percent by charg- 
ing for drinks and snacks, and selling advertising on the 
outside and inside of its airplanes.5° 

When it began operating in August 2003, Air Deccan 
tried to gain the attention of Airbus and Boeing, but it was 
ignored since there was no precedent in India for offering 
discount airline service. Instead, it settled on buying 
turbojets from France’s ATR and concentrated on provid- 
ing discount air service to smaller communities that had 
little or no air service. From one standpoint this may well 
have been a blessing since there was a huge pent-up 
demand for discount air services to mid-sized and major 
cities throughout India. Air Deccan provided an alterna- 
tive for commuters of taking either an hour-long flight or 
spending 6-8 hours traveling to destinations by train or 
bus. By March 2005, Air Deccan was considered a huge 
success, selling 90 percent of its seats on 106 flights to 
32 destinations.°° 

Air Deccan continued to expand its service to smaller 
cities in other parts of India, placing an order for 30 French 
turboprop airplanes in February 2005. Gopinath said that 
the new 42-passenger turboprops would help the dis- 
counter provide service to more small towns. As part of the 
deal, it would also acquire six used aircrafts. Delivery of 
the aircrafts would be spread over a five-year period with 
six to eight aircrafts being delivered each year.°”° Fur- 
thermore, given the discounter’s rapid growth over its 
first 18 months of operations, Air Deccan was able to gain 
the attention of the major airline manufacturers—Airbus 
and Boeing. In April 2005, Air Deccan placed an order for 
30 Airbus A320s worth $1.9 billion before discounts. Airbus 
also assigned three individuals with expertize in logistics, 
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pilot training, and engineering support to work with Air 
Deccan as it gradually added larger aircrafts to its opera- 
tion. The A320s were purchased to operate on routes 
between larger cities where they would compete with 
India’s two established airlines and a host of new airlines. 
Air Deccan’s plan was to launch service on metropolitan 
routes by July 2005, beginning with a flight to Delhi. The 
A320 carries 180 people in its all-economy class layout.®”! 

Kapil Kau, head of Asia Pacific Aviation Consulting 
firm, said, “Air Deccan’s success has changed everyone’s 
mindset.” He further noted that the air travel market was 
growing at an annual rate of 25 percent leading to the two 
major aircraft manufacturers to exert considerable effort 
to win new customers. Indian airlines are expected to 
purchase as many as 300 airplanes from 2005 through 
2010. According to Richard Aboulafia, the Teal Group 
aerospace consultancy in Fairfax, Virginia, “India is the 
hottest growth market on the planet.”572 

Starting with four flights per day in August 2003, Air 
Deccan expanded at a torrid pace to 120 flights a day 
covering 36 destinations by July 2005. Its fleet consisted 
of 19 airplanes including 14 ATR turboprops and five A320 
Airbus planes. With a fleet of 30 aircrafts planned by the 
end of 2005, Air Deccan became the second-largest car- 
rier in India in a short two-year period of time. The 
discounter was expected to continue growing, adding one 
new Airbus 320 a month to its fleet over the next 60 
months.°73 


CHALLENGES ON THE Horizon 


Some airline specialists question whether Air Deccan’s 
future growth will occur as easily as in the past. Beginning 
late 2005, the discounter started flying on more major 
routes as it received one larger-capacity Airbus each 
month for 50 months. On major routes it would experience 
new competition from India’s established airlines. Air 
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Deccan did not have this competition when flying its 
turboprop jets which provided service from smaller com- 
munities to large cities. The existing carriers could match 
Air Deccan’s low fares when it began providing service 
between major cities. This could keep the discounter from 
selling enough seats to operate profitably on the major 
routes. This was not a far-fetched thought; the major 
airlines used this strategy to drive all of the new discount 
airlines out of business or into bankruptcy in the United 
States over the first 10 years of airline deregulation from 
1978 to 1988. Furthermore, selective price cuts by the 
major airlines have prevented many start-up discount 
airlines from succeeding since then.>”4 

There are further challenges confronting the success- 
ful expansion of Air Deccan as it increases service to 
major cities with its larger-capacity Airbus 320s. Five new 
discount airlines have, or will soon start to operate. 
Another problem facing Air Deccan and other new dis- 
count airlines is that conditions are different in India 
from those in Europe and the United States. They are not 
as conducive to expanding discount air service in India. 
Clearly, the low-cost carriers can reduce costs of in-flight 
services by not providing free in-flight food and having 
more seats per aircraft. But they cannot hedge fuel prices 
like SW has done to hold its costs down. In addition, the 
low penetration of the Internet in India means that the 
discounters will need to rely more heavily on booking 
agents who charge considerable fees. Another difference 
is that most of the larger cities in India have just one 
airport. They do not have lower-cost secondary airports 
that discounters use in the United States and Europe 
which save on landing fees and reduce turnaround times, 
permitting them to fly more hours per day. These differ- 
ences could inhibit deep discounting of fares by Air Deccan 
in India.°”> For these reasons, only time will tell how 
successful the discount model will be in providing service 
between major cities in India. 


258 Deregulation and Competition 


Air Deccan made the decision to find a strong and 
experienced airline manager to fill the position of chief 
operating officer to respond to the challenging times 
ahead. Air Deccan considered a list of candidates from SW, 
easyJet, Ryanair, and Lufthansa. The airline finally de- 
cided to hire a senior official from Ryanair, the largest 
discount airline in Europe. Air Deccan’s new manager, 
Warick Brady, began his challenging management posi- 
tion in September 2005. According to managing director 
Gopinath, he was selected “keeping in mind the massive 
growth and induction of aircraft that was planned....”57° 
Clearly, the challenge would be huge to deploy the large 
number of new airplanes at a profit. Rapid expansion has 
contributed to the downfall of several one-time successful 
start-up discount airlines, so continuing to deploy planes 
at a profit was clearly a major challenge. 


ASIAN OUTLOOK 


The discount airline industry has grown steadily in the 
United States since airline deregulation in 1978. At 
present, it is estimated that close to 30 percent of US 
travelers choose to fly discount airlines instead of the 
more expensive and long-established major airlines. 
During the 1990s, European low-cost discount airlines 
grew rapidly. Market penetration of European discount 
airlines is expected to increase and maintain market 
share as large as that of discount airlines in the United 
States. As discussed earlier in this chapter, discount 
airlines first penetrated Asia beginning in 2002, and have 
grown steadily since then. The first discount airline was 
Air Asia, which operated in Southeast Asia (Malaysia, 
Indonesia, and Thailand). Air Asia demonstrated that 
there was a large pent-up demand by the general public 
and business travelers for discount air service from 
smaller cities to larger ones. 
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Given the strong response to Air Asia’s operations in 
Southeast Asia, the tide of discount airlines spread to 
India. Air Deccan became the first discount carrier oper- 
ating in India, also experiencing strong demand. More 
recently, discount airlines have initiated service in China. 
These airlines are expanding throughout Asia with more 
of the general public able to fly to distant cities, instead 
of having to travel by bus or train. The benefits to the 
general public and business travelers are considerable 
and the growth of discount airlines is helping to stimulate 
economic growth in Asia. 

More recently, the young Asian discounters have placed 
sizable orders for larger capacity aircraft to be delivered 
from late 2005 through 2010. The once-small discount 
airlines are starting to provide service not just from small 
cities to larger ones, but also between larger cities. In- 
creasingly they will provide a threat to the established 
airlines in Asia, and destructive price wars could be in the 
making. Furthermore, some of the major airlines in Asia 
are starting their own discount airlines, recognizing the 
existing and large pent-up demand. As a result of rapid 
increase of air travel in Asia (estimated to be 20 percent 
or more a year in several large countries), both Boeing and 
Airbus have targeted Asia which has a rapidly expanding 
demand for new airplanes. 


The Rise and Fall of the 
Major Airlines from 
1995 to 2004 


Chapter 
Twelve 


EARLIER CHAPTERS have discussed how the major air- 
lines created their fortress-hub networks following de- 
regulation. Leveraging their monopolistic market position, 
the second half of the 1980s proved to be fairly good years 
for the large legacy airlines after they destroyed the low- 
price start-up airlines. However, from 1990 to 1994, poor 
economic times and battles among the major airlines 
turned out to be disastrous. During this time period, the 
major airlines lost $12.64 billion more than what the 
airline industry had earned up to this point.5’” However, 
with the Internet and electronic-commerce boom, the 
economy grew rapidly over the remainder of the decade. 
The major airlines prospered from 1995 to 2000, making 
record profits. 

There was a countervailing force developing at the 
same time that the major airlines were prospering. Low- 
cost and low-price carriers steadily grew their small base 
during this period. When the economy moved into reces- 
sion in 2001 and growth slowed, the discount airlines grew 
rapidly and cut more deeply into the market share of the 
major airlines. The downturn was the worst in the history 
of the majors, and they incurred record losses. This 
chapter concludes with the perspective that the commer- 
cial airline industry is forever changed, and that the 
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number of major airlines needs to be reduced signifi- 
cantly. 


1995—2000: THe Boom YEARS 


Having just experienced years of record losses, 1995 
represented a true turning point for the major airlines. 
All the top six legacy carriers had finally turned the corner 
and were operating in the black once again. Fueled by the 
new Internet and electronic-commerce boom, the major 
airlines were rolling in cash and, in 1997 these major 
airlines earned $4.8 billion. The industry outlook was so 
positive that analysts were suggesting that these were 
pivotal years for individual airlines and that continued 
growth for years to come was almost certain.578 Unfortu- 
nately, during these boom times, the majors became 
overly fat and happy. Misguided business decisions were 
common in the late 1990s, as everyone seemed to believe 
in this idea of continued growth. As a result, many of the 
problems the major carriers are struggling within the new 
millennium were instigated during the boom at the end 
of the previous millennium. 

Before delving into the problematic issues of the boom 
years, it is important to understand that the airline 
industry as a whole has never been viewed in a favorable 
light by many investors. Even in mid-1998, right after the 
most profitable year ever for airlines, skeptics on Wall 
Street were unconvinced. At that time, the S&P 500 was 
trading at 23 times earnings per share while airline 
stocks were only valued at 10 times earnings.°”? Glenn 
Engel of Goldman Sachs & Co. explained it this way: “The 
airline business has never made money over the course 
of the business cycle. Until people know what it will do in 
a downturn, investors will have the same attitude toward 
airline stocks.”°®° In most cases, the low valuations and 
continuing outcry from experts should have been enough 
to warrant caution for managers of the legacy airlines. 
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One anonymous industry analyst went as far as to say, 
“this industry has been viewed as something close to a 
gambling casino; [investors] see it as a labor intensive 
business being run by ego-driven managers. The market 
believes it’s a lousily managed business.”5°! 

From the airlines’ perspective, everything was just fine 
as the late 1990s provided plenty of profitability to cover 
the management’s costly decisions. It was during this 
time that the major carriers fully exploited their monopo- 
listic control over certain markets. The fortress hubs and 
connecting spoke system flown by regional carriers helped 
the legacy airlines maintain this imbalance of power. 
Business fares were significantly increased to improve 
airline revenue. This strategy worked so well that the cost 
side of the equation was allowed to increase substantially. 
The major airlines granted highly favorable contracts to 
labor unions, expanded capacity, and increased the num- 
ber of aircrafts they operated. At the same time, most of 
the major carriers lost sight of the customer service 
aspect of the business. This led to consumer alienation 
and, in general, the flying public began to feel they were 
being taken advantage of at every turn. To make matters 
worse, this was also when the low-cost providers were able 
to make major inroads. 

As discussed in earlier chapters, the major airlines 
relied heavily on the use of a hub-and-spoke model in 
order to use larger aircrafts and gain efficiencies. They 
also used predatory pricing to drive out most competitors 
that tried to enter their high-price fortress hubs. The 
system included using regional airlines to ferry in pas- 
sengers to the legacies’ hub, and then fly them on the 
legacy carriers to another of their hub markets. In Novem- 
ber 1997, Money magazine reported, “If a major airline has 
the route from one city to another more or less to itself, 
you can expect it to charge exorbitant prices.”°°? During 
the boom years, the major airlines felt that many of their 
fortress hubs were impenetrable. Or, ifa low-cost provider 
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did begin operating out of a particular hub, the major 
airlines believed the low-cost provider would simply not be 
able to survive in competition with the major carrier. The 
legacy carriers were making too much money during this 
time to worry about the growth of the low-price carriers. 

To keep their income growing, the major carriers raised 
prices wherever possible and used complex revenue- 
management systems. In reviewing the 1997 performance 
of airlines, Jeff Long, an airline industry analyst at New 
York-based J.P. Morgan Securities, commented, “Height- 
ened fares and improved yield management further en- 
hanced airline financial performance.”°°? During the 
boom years, revenue management and the computer 
systems that ran the algorithms, played a major role in 
covering up the runaway growth in airline costs. While 
pilots were routinely given pay increases, the number of 
working days was simultaneously decreased. Even as the 
boom was coming to an end in the summer of 2000, United 
promised its pilots industry-leading wages.°°4 

The legacy carriers promoted long-haul traffic, and 
purchased larger aircraft primarily designed to carry a 
large number of passengers. Some analysts feared that 
the major airlines’ rapid capacity growth would become an 
issue. In the summer of 1998, the Washington Post re- 
ported that airline capacity had been growing steadily for 
several years. This growth was cause for concern in Brian 
Harris’s opinion, an airline analyst with Salomon Smith 
Barney. Industry experts worried that overcapacity could 
lead to pricing wars between the carriers.5°° 

In their scramble for growth, the legacy carriers seemed 
to have forgotten about one very important aspect of the 
business—the customer. Time and time again, the major 
airlines were berated for their inability to keep up with 
passenger luggage or take care of passengers when flights 
were overbooked or delayed. As reported in the 1997 Airline 
Quality Rating Report (AQRR): “Passengers are increasingly 
upset with the treatment they receive from airlines despite 
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apparent gains in overall quality.”5°° Headley and Bowen, 
authors of the AQRR, also found that consumer dissatis- 
faction had reached an all-time high in 1997. According 
to BACK Information Services, an aviation-consulting firm, 
the major airlines were spending less on food. In 1996, the 
major airlines spent $3.02 per passenger, down 25 percent 
from $4.02 in 1989.5°” After Congress threatened to enact 
“a passenger bill of rights,” the major airlines promised to 
begin improving overall service. Nonetheless, Headley and 
Bowens’ AQRR reported that service deteriorated in almost 
every category in 1999.588 The report concluded that if 
airlines did not clean up their act, consumer loyalties 
would vanish and passengers would “become driven by 
price and schedule” alone. This prediction proved correct, 
and for 2004, three discount airlines were ranked as 
providers of the best overall service. In ranked order, the 
leaders were JetBlue, AirTran and SW—all discount car- 
riers with a customer-focused staff. 

The low-cost airlines understood that the general pub- 
lic, and even many business travelers, were becoming 
more interested in lower fares. As can be seen in Figure 
12.1, the profitability of the discount airlines grew steadily 
from 1995 to 2000. The discount airlines were also prof- 
itable from 2001 to 2004 while the major airlines were 
losing billions of dollars. By the time the millennium 
rolled around, it was clear that the low-cost airlines were 
here to stay, and there was nothing the major carriers 
could do but begin a defensive battle. 

In June 1999, Aviation Week reported: 


U.S. major airlines ... are caught in a financial squeeze play. 
Revenues are stalled out while labor and fuel costs are 
rising. New aircraft are joining the fleet, boosting seat 
capacity at a rate 4 percent greater than last year, while 
traffic demand has been sluggish. And in spite of several 
fare increases this year, the yield—the average price 
paid for a ticket—is still sloping downward due to heavy 
discounting.5°9 
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Figure 12.1: Historical Net Income of the Top 5 Discount Airlines 
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The problem was that the major airlines had let costs 
grow out of control, and the result was that the discount 
airlines were siphoning off more and more of their 
business. 


2000—2002: THe BusT anp THE ReaL Reason BEHIND IT 


All the problems besieging the legacy carriers over the 
last five years could easily be blamed on the terrorist 
attacks of September 11, 2001. It is beyond the scope of 
this manuscript to describe fully the severity of both the 
physical and economic destruction on that one day. Though 
this single event was devastating to the airline industry 
as a whole, it should never be viewed as the major cause 
of the airlines’ problems. 

This statement would appear odd if you just looked at 
year-to-year profitability of the top-six legacy airlines, as 
presented in Figure 12.2. 

The figure shows that the large airlines appeared to be 
doing just fine through the year 2000, and then were 


The Rise and Fall of the Major Airlines 267 


Figure 12.2: Historical Net Income of the Top 6 Legacy Carriers 
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suddenly hit with huge losses in 2001 and 2002. This 
seemingly demonstrates that all the troubles began in 
2001, but deeper research tells a different story. 

The real downturn for the major airlines began in the 
second quarter of 2000, as the economy slowed after the 
bursting of the “Internet Bubble” that had driven the 
economy for several years. Without a robust economy to 
drive airline traffic higher, the flaws of the legacy airline 
operations began to be revealed. As reported by the New 
York Times, during “the boom of the 1990s, the airlines 
made plenty of money. To the annoyance of passengers, 
they not only limited discounts but kept capacity relatively 
tight.”590 These boom times also let costs get way out of 
hand for the major airlines, and by mid-2001, analysts 
began issuing warnings as the airlines were reporting 
worse and worse results with each passing quarter. In 
discussing the first quarter results of 2001, the Aviation 
Daily reported in June that, “rising costs were again the 
story during the period as airlines also faced higher wages 
that will continue to climb in the current year [2001].”59! 
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UBS Warburg, a financial firm, was outspoken about the 
results it was seeing. In July 2001, Samuel Buttrick, one 
of Warburg’s airline analysts, stated: “In the past two 
months [June and July, 2001], profit forecasts for 2001 and 
2002 have been cut at the fastest rate in the last de- 
cade.”59? The big carriers already knew something was 
amiss months before the events of September 11 took 
place. UBS’s report went on to mention that as the general 
flying public looks for cheaper airline tickets, it only made 
sense that the discount carriers would be viewed with 
much greater favor.°°° The report went so far as to suggest 
that the major airlines should be reconsidering their 
business model: 


It would be refreshing to see carriers take initiatives to both 
stimulate business demand and, more importantly, restore 
the value proposition of business travel—lost in recent 
years to higher fares and increased travel times. This would 
require a level of innovative product and pricing management 
that would seem to go beyond current capabilities. Mean- 
while, it’s hunker-down time.594 


Even though the major carriers knew they were in 
trouble, they simply refused to let go of the old broken 
model that they held so dear. In the end, the legacy 
airlines did not seem to understand what “hunker-down 
time” really meant; this ignorance is what allowed the 
events of September 11 to blindside them so tragically. 

Directly following the terrorist attacks, the major air- 
lines were hit with crippling losses in market value. 
Continental and US Airways both saw declines of around 
50 percent, while American, United, Delta, and Northwest 
were all down 37-45 percent. Not surprising however, SW, 
with its strong balance sheet and focused low-cost opera- 
tional model, only lost 24 percent of its market value.°9° 
Furthermore, unlike the full-fare airlines, the smaller 
carriers were quickly able to gain concessions from their 
employees, including those who were unionized, to work 
through this difficult time: 
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At AirTran, unionized pilots voted overwhelmingly to accept 
temporary pay cuts and to work reduced flying schedules to 
pitch in and help the low-fare carrier based in Orlando, 
Florida. AirTran said the move is expected to save about 22 
percent in pilot-related costs.5%° 


The long and short of the matter is this: investors 
realized just how vulnerable and ill-managed the larger 
carriers had truly become, which in turn caused the 
detrimental effects of September 11 to multiply many 
times over for the major airlines. 

After the terrorist attacks, many low-cost providers and 
regional carriers were able to rebound much more quickly 
than the lethargic major carriers. This fact was becoming 
apparent within a month of the attacks when Morgan 
Stanley analyst, Kevin Murphy, commented, “Smaller is 
better in this environment for a whole host of reasons.”°97 
Because the regional carriers were by nature smaller 
operators, much like the low-cost providers, they were 
able to deal with the massive downturn with greater ease. 
The Washington Post reported in October 2001: “Regional 
carriers enjoy lower costs because their jets use less fuel, 
their pilots are paid much less than those who fly the 
commercial jets, and they typically use no beverage ser- 
vice and fewer flight attendants.”59° These facts repre- 
sent an operating model much like that of the low-cost 
providers. 

A good example of one of the regional carriers is Atlantic 
Coast Airlines, which was able to remain nimble when 
having to deal with the decline in business. At the end of 
October 2001, Atlantic Coast had 


reduced costs by offering voluntary pay cuts for executives, 
discontinuing various bonus programs for all employees, 
and freezing merit-pay increases and non-operational posi- 
tions. The company also offered 30-day unpaid leave and 
reduced hours on a voluntary basis and at the discretion of 
each department.®°9 
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This example shows the types of concessions that smaller 
airlines were able to obtain—something that the major 
carriers struggled with over time. United was one of the 
airlines struggling to foster support from its employees; 
during this time, Merrill Lynch and Co. airline analyst, 
Michael Linenberg, said, “United continues to reel from 
its industry-leading pilot contract, which raised the 
airline’s labor costs this year.”6°° 

In general, the low-cost providers were able to bounce 
back much faster than the older major carriers; this fact 
is reinforced by their ability to maintain staffing levels or 
quickly rehire employees who were laid off. An industry 
report released in the first two months of 2002 reported 
that several airlines such as SW, Frontier, and AirTran, 
were not laying off any mechanics. The Teamsters work- 
ing at AirTran had agreed to significant concessions in 
order to retain the jobs of all 530 mechanics employed 
there. The report went on to say: “JetBlue had made no 
staff reductions in any department and continues to grow, 
expecting to operate 102 daily flights in the beginning of 
2002, up from 84 per day in early September [2001]”.°°! 
So, while the big guys were fighting with their unions over 
labor contracts, the smaller carriers resolved pay issues 
quickly and began operating normally again; furthermore, 
some even expanded, as was the case with JetBlue. 

Over the first half of 2002, one attitude was prevalent 
throughout the industry—the major carriers could simply 
not survive operating in the same way. In June of 2004, 
Mo Garfinkle, an industry consultant from Washington 
D.C., commented that, “he felt the industry’s hub-and- 
spoke system, by which passengers are funneled from less 
lucrative markets through major airports, is broken”.6°? 
The shifting of market share from the major carriers to 
the low-cost airlines certainly backed this sentiment. In 
May 2002, “domestic travel fell 10 percent among major 
airlines compared to last year, while discount carriers 
jumped 11 percent”.®°S Even some executives of major 
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carriers no longer saw the “hub-and-spoke system” of the 
major airlines as profitable. Leo Mullin, CEO of Delta at 
the time, stated, “there is no longer a truly efficient and 
effective flow of traffic through hubs” .©°* Michael E. Levine, 
a former senior airline executive who later became an 
instructor at Yale Law School, summed up this concept 
well. Levine noted: 


The numbers for the big network airlines don’t work, none 
of them work, everyone during the boom years made com- 
mitments that just don’t stand up in the current condition, 
and never will again. 


The small low-cost carriers were able to adjust to the 
decline in demand following September 11 quickly, and 
began to grow rapidly again as they stole market share 
away from the majors. On the other hand, the six major 
airlines fell deeper and deeper into debt, registering 
record losses of almost $10 billion in 2002. From this point 
onward, the major carriers implemented numerous strat- 
egies, with varying degrees of success, in an attempt to 
return to profitability. 


2002-04: Majors ATTEMPT TO FIx 
THE HuB-AND-SPOKE MODEL 


Following the attacks of September 11, 2001, the major 
airlines began planning new strategies. Much of the 
commercial airline industry had become commoditized. 
The availability of Internet booking allowed customers to 
bypass the old travel agents and check for the best price 
at the best time. Meanwhile, the major airlines were 
bumping into low-cost providers everywhere they turned, 
resulting in all-out warfare. At the same time, the low- 
cost providers began to increase their levels of service as 
they gained market share. These factors led Phil Roberts, 
Vice-President and Managing Partner of Unisys R2A, an 
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airline consulting company in California, to later say, 
“eventually the whole industry will operate on a low-cost 
basis, making it possible to blend bargain fares with 
reasonable levels of service”.®°° 

In order to fit into this new industry paradigm, many 
of the legacy carriers immediately started making 
changes. Don Carty, American’s CEO, was one who was 
ready and willing to make any necessary changes. In July 
2002, Carty forcefully stated: “We need to be more produc- 
tive, we need to be more effective as an organization, and 
we need to be more responsive. We need to learn a lot of 
lessons from some of the new airline models”.®°” Carty 
saw the looming financial troubles, and was ready to shift 
the fundamental practices of the airline to try and turn 
things around. 

Unlike Carty, some in the industry simply felt this was 
a decline created by the bad recession beginning in 2001, 
and if they could just weather the storm, things would soon 
return to normal. A report issued in 2002 by the Associa- 
tion of Corporate Travel Executives provided some insight 
on this subject: 


Historically, airlines have been reluctant to pursue reform 
for a few reasons. First, some airline executives seem to 
believe that when the economy strengthens, business trav- 
elers will come back in full force, and there will be a return 
to the pricing power of the late 1990s.°°8 


The report echoed the same fact that there is a 


perception among some labor leaders that there is no need 
to move toward a more rational labor model. Like some 
airline executives, they believe a rebound in business travel 
is nearly 100 percent tied to the economy.®% 


The real story is that passenger’s acceptance of the 
discount carriers was increasing. A survey in 2002 indi- 
cated that the number of people flying low-cost carriers 
increased 73 percent in 2001 from 2000, and a similar 
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number planned to start flying low-cost carriers in 2002.°!° 
Even with all the statistics, some major airline executives 
refused to listen. For example, Gordon Bethune, chairman 
and CEO of Continental, said in a conference call with 
reporters: “What we need is an economy that works and 
some competitors with IQs over 40.”6!! 

Even for the carriers who were willing to make changes, 
having to deal with increased competition from the low- 
cost carriers was not an easy task. In 1991, only 15 
percent of the legacy-carrier routes were also being flown 
by low-cost providers. And, in early 2003, almost 55 per- 
cent of these hub routes faced competition from discount 
airlines.°!? Gary Chase, an analyst with Lehman Broth- 
ers, stated: “The network airlines remain between a rock 
and a hard place with respect to low-fare competition”. He 
added that “network airlines have no attractive options 
relative to low-fare airlines, and that the gaping cost 
disadvantages of major airlines prevent them from taking 
a truly competitive stance”.®!3 Worse still for the legacy 
carriers, the experts did not see that a general increase 
in commercial flying would be of any help. For example, 
Smith Barney travel analyst Michael Rietbrock stated, 


a rebound in business travel won’t necessarily translate 
into a financial recovery for the major-hub airlines with 37 
percent of companies planning to increase use of cheaper, 
advance-purchase fares instead of pricier last-minute, fully 
refundable ones.®!4 


With the legacy carriers unable to increase the top-line 
revenue as they had in prior years, many of them began 
huge campaigns to cut costs. One of the primary areas 
targeted for savings was labor costs. To accomplish this 
task, a number of methods were employed. These included 
reduced wages, more flexible work rules, and trimmed 
benefits. Many overly generous union contracts created 
during the boom years slowed this effort. It was quite 
difficult for many of the legacy airlines to reduce these 
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costs as union leaders stood their ground and initially 
refused to renegotiate their contracts. In contrast, many 
of the low-cost carriers, such as SW, did not face a real 
problem because their pay rates were already lower and 
work rules were flexible. These flexible work rules allowed 
employees to do more work for the same pay—easily 
recognizable when pilots are seen helping passengers 
board the plane.®!© 

Another way for the major carriers to reduce costs and 
to become more competitive was through fleet simplifica- 
tion. However, many of the large airlines operate a dozen 
or more types of aircraft. Pilots must be trained and 
certified to fly each aircraft, which adds to major airline 
costs. Furthermore, many of the major airlines operate 
older aircraft that require large inventories of spare parts 
and more costly maintenance. In contrast, SW flies only 
one type, and JetBlue two types, of aircraft. Aviation Week 
made the statement, “aircraft fleet simplification ... (is) 
the answer”.®!© This trade journal went on to report that 
airlines should easily be able to operate with three or 
fewer types of aircraft. An article written in late 2004 was 
critical about how stubborn the legacy carriers were: “An 
even better indication that legacy-airlline managements 
are floundering is that some are changing the style of 
employees’ uniforms while others are repainting their 
aircraft as if these acts alone would solve their prob- 
lems”.°!” Cutting costs was then, and still is today, a key 
aspect for the survival of the major carriers, and drastic 
changes are necessary to achieve this goal. If everything 
else with a major airline is not running right, then the 
problems still remain; as summed up by airline analyst 
Samuel Buttrick of UBS Warburg: “lower costs don’t fix 
broken revenue models”.®!8 

As a whole, the legacy carriers have made a valiant 
effort at reducing costs. This attempt can be seen from 
Figure 12.3; a report by the GAO shows the overall effec- 
tiveness the major carriers have had in lowering their 
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expenses. In contrast, the low-cost providers have actually 
experienced an increase in their overall cost structure, 
as shown in Figure 12.4, with the majority of these costs 
coming from an increase in labor wages associated with 
the expansion of their operations. 

It is expected that as the low-cost providers get older, 
plane maintenance, pilot seniority, and pilot wages will 
all increase. Most industry experts agree that pilot wages 
and seniority spikes will increase the cost of operations 
for the discount airlines in the end, but to what extent is 
still uncertain. The story that neither of these graphs is 
able to portray is that in order for the legacy carriers to 
cut costs drastically, they also have had to reduce the 
number of flights they offer, or even pull out of certain 


Figure 12.3: Change in Legacy Airline Costs, October 1, 2001 to December 
31, 2003 
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Figure 12.4: Change in Low-cost Airline Costs, October 1, 2001 to December 
31, 2003 
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markets altogether. In contrast, the low-cost providers are 
still growing; hence, the increase in cost structure is well 
justified. Figure 12.5 provides a better understanding of 
this point as it compares the unit cost, or cost-per-avail- 
able-seat mile, for the major airlines versus the low-cost 
carriers. From this figure it is clear that the discount 
airlines have increased their efficiency by actually de- 
creasing the cost-per-seat mile. On the other hand, even 
though the major carriers have been successful in cutting 
costs over the last few years, they have done so by reduc- 
ing the number of available flights. As a result, this has 
left the legacy airlines with a higher overall cost struc- 
ture. The figure further shows that the gap between legacy 
and discount carriers is widening over time. 

If the major airlines could get costs under control again, 
it logically follows that they would then be in a better 
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Figure 12.5: Unit Cost Differential, 1998-2003 
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position to begin offering lower prices and competing with 
the low-cost providers. In retrospect, over the last few 
years, it did not really matter if the costs had been brought 
into line or not; the major carriers have been forced to 
start slashing prices in order to keep people flying their 
airline. Alan Bender, Professor of airline economics at 
Embry-Riddle Aeronautical University said, “the U.S. 
legacy airlines are not showing obvious signs of imple- 
menting a low-price strategy; rather they are reacting to 
low-cost carriers’ fares and repricing lower simply be- 
cause they have to.”6!9 Bender also claimed that the 
legacy carriers are still holding on to significantly higher 
fares in some markets, even though competition with low- 
cost providers exists in these markets. The major airlines 
are on the defensive when forced to butt heads with the 
low-cost providers, and costs must certainly come down to 
allow the full-fare airlines an opportunity to offer more 
competitive prices. 
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Another issue facing the legacy carriers is the problem 
of over-capacity. As is true with any industry, when 
capacity overstretches demand, there tends to be a 
shakeout where some companies go under while others 
merge or partner in some kind of relationship. In the 
airline industry, true consolidation among differing air- 
lines does not happen because several government agen- 
cies tend to reject such mergers on the ground of 
anti-competitive practices. Instead of actually merging 
with one another, the major airlines have sidestepped 
this regulation by following a practice called code sharing. 
Code sharing enables airlines to sell seats on each others’ 
planes, which allows the sharing airlines to offer more 
routes and flight times with little or even no additional 
cost. One example of code sharing can be seen with United 
and US Airways, which tried to merge in 2001 but were 
rejected for anti-trust reasons. Therefore, in mid-2002, 
the two airlines entered into a code-sharing agreement 
in order to gain the efficiencies of a larger network of 
flights. 620 

The government also regulates code sharing, and at- 
taining approval from all the right people can be quite 
challenging. In 2002, Continental, Delta, and Northwest 
proposed a three-way domestic code-sharing agreement 
that prompted both the DOT and the Department of Justice 
to establish requirements the airlines would have to meet 
before receiving approval for the deal.®?! The situation 
was only made worse when the two regulatory bodies did 
not agree on what these requirements should be. In this 
case, the issues were finally resolved, and in early 2003, 
the Justice Department approved the alliance, “provided 
they agree not to coordinate fares and don’t combine 
competing non-stop flights”.®? Of course, these are some 
of the major reasons the airlines were seeking the code- 
sharing agreement in the first place. Therefore, the issue 
remains that the industry suffers from the problem of 
over-capacity, and sooner or later the legacy carriers must 
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be allowed to merge outright or truly consolidate their 
efforts through the use of fully integrated code sharing. 

Another way the legacy airlines have tried to regain 
their dominance in the industry is through an increased 
focus on customer service. Originally, low-cost providers 
such as SW treated people like cattle, shuffling them onto 
the aircraft and providing little-to-nothing extra perks on 
board. As a result, the full-fare airlines could justify the 
huge premiums they charged in the belief that consumers 
would want to pay more and get a few perks along the way. 
But as time passed, many of the low-cost providers began 
offering special perks as well, including better food ser- 
vice, and, in the case of JetBlue, free satellite TV built into 
the seat backs for each passenger to enjoy. This challenge 
has again forced the hand of the legacy carriers, and some 
of them are pushing to increase customer satisfaction to 
compete with the low-cost carriers. United recognized this 
need in May 2003, and created a new position of Executive 
Vice-President in charge of Customer Relations. John 
Tague, former President and CEO of ATA, was chosen for 
this position and charged with the simple task of finding 
ways to make their customers happy.®°? These customer- 
service efforts could, over time, draw more passengers to 
United, but in the short run, the airline may end up totally 
bankrupt waiting around for the flying public to come back 
to them. 

The most recent “quick fix” for the legacy carriers has 
been efforts by some airlines to develop a new way to 
increase the frequency of flights through the hub airports, 
a concept informally known as the “rolling hub”. Typically 
at a hub airport, many short-haul flights land near about 
the same time so that passengers can be put on another 
connecting outbound flight to another hub. This causes 
the hub airports to have extremely busy times followed by 
hours of down time where the employees are paid simply 
to sit around and wait for the next rush. Worse still, the 
airlines have to pay for planes to sit on the ground while 
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waiting for all the connecting spoke flights to arrive at 
their hub airports. In late 2002, American saw this as a 
great opportunity to regain some efficiency and began 
what they called a de-peaked schedule, aimed at spread- 
ing out their flight departures.®?4 George Hamlin, Senior 
Vice-President at Global Aviation Associates Ltd. of Wash- 
ington, later commented, “before this, American was 
paying people [and for aircraft] to sit still, and now they are 
paying them to move”.®?5 SW has always claimed that the 
only way to make money is to keep planes flying, and now 
with the rolling hub or de-peaked schedule idea, it appears 
that the legacy carriers have decided “if you can’t beat 
them—you might as well join them.” 

Delta has been the latest major carrier to try out the 
rolling-hub concept with the implementation of a plan 
called “Operation Clockwork”. To make up for lost time, 
Delta has pushed the new plan as a “big-bang theory” of 
changing their operating model. Delta CEO Gerald 
Grinstein commented: “The changes would alter more 
then 51 percent of the carrier’s network, which would 
result in the largest single-day schedule transformation 
in Delta’s history.”©?° Just as the new plan was being put 
in place, Lee Macenczak, Senior Vice-President and Chief 
Customer Services Officer, stated: 


[Operation Clockwork] gives us better utilization of our 
staffing and gates, and a better experience for the customer 
because we won't have these huge rushes of people arriving 
at the same time. It’s a permanent cultural change for 
Delta.®?7 


To help further with keeping everything moving, Delta 
is also instigating a “departure-zero” rule: “Instead of 
waiting five or more minutes for late passengers, planes 
will have to shut their doors five minutes before departure 
time”.628 This rule aims to create nearly $100 million in 
cost reductions and newly generated revenues. The final 
piece is to force the Atlanta hub to operate a nearly 
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continuous schedule by decreasing the time between 
flights by half.®?9 With uncertain times ahead and bank- 
ruptcy still looming, this may represent Delta’s last chance 
to return to profitability. 

The legacy carriers began to incur staggering losses in 
2000, and with high energy prices and growing competi- 
tion from discount airlines, these losses will continue 
through 2006 and into the future. There are a few people 
in the airline industry who say they have been here before 
and things will turn around again. However, times are 
different now. Even with the major airlines cutting costs, 
passengers are not prepared to pay the premium fares the 
six legacy airlines charge. Major executives from Delta 
and Northwest have recently stated that in a few years 
there could be just two or three major airlines in opera- 
tion. The key to moving forward is allowing the airlines 
more freedom to merge and/or code share, thereby per- 
mitting the well-overdue shakeout to happen. It makes no 
economic sense for the Federal government to try to bail 
out bankrupt airlines with taxpayers’ money—it is a costly 
dead-end street. 

When the airline industry was deregulated in 1978, 
people expected there would be a large number of discount 
airlines entering high-price markets, driving prices down. 
Twenty-five years later, that is just what is happening to 
the airline industry. The flying public (business and 
leisure travelers) has numerous opportunities to fly dis- 
count airlines and save large sums of money. The bottom 
line is: it is good for travelers and good for the economy. 
We expect that the evolution of the airline industry could 
turn out to be much like what occurred in the department 
store business. Four decades ago, the discount stores 
came into existence and have rapidly grown by providing 
the general public lower prices for the merchandise they 
need. Today, most people would say that the growth of 
general merchandise discount stores has been good for 
the country, and people who want the more costly goods 
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and services of the department stores can still meet their 
needs. Department store chains such as Neiman Marcus, 
Saks Fifth Avenue, Macy’s, and Bloomingdale’s still exist 
for customers who want to purchase more costly merchan- 
dise via service-oriented clerks. 

The Federal government must move aside and stop 
trying to rescue the failing major airlines. A competitive 
marketplace requires easy entry into, and exit from, the 
industry. If “entry and exit” into the market is allowed to 
work, the competitive nature of the airline industry will 
work strongly in the public’s interest. 


Chapter 
Thirteen 


Growth of Discount 
Airlines 


THE MARKET share of direct flights operated by discount 
airlines grew from 10 percent in 1990 to nearly 30 percent 
in 2004. As a consequence, the flying public has saved 
tens of billions of dollars in lower fares offered by the 
discount airlines. Many forecasters believe that the market 
share of the discount airlines will continue to grow, given 
the lower fares and superior service many of them provide. 
Three of the largest discount airlines were ranked high- 
est in the quality of customer service in 2004. In contrast, 
there is the broad expectation that the market share of 
the major airlines will continue to contract, and that 
there will be a large consolidation among them. 
Professors Jagdish Sheth and Raj Sisodia’s work pub- 
lished in the book named Rule of Three, suggests that 
there could be just three major airlines in the future, 
instead of six at present. Furthermore, some major airline 
executives have stated that the number of these airlines 
needs to be reduced from six to three (or even two) in order 
to restore their financial stability. Unfortunately, the 
Federal government is bailing out major bankrupt air- 
lines, and keeping too many high-cost and high-price 
major airlines in business. Bailing out the bankrupt 
United and US Airways is bad for the airline industry, and 


284 Deregulation and Competition 


in turn, bad for the public which is forced to pay the huge 
pension costs these airlines carry. 

The airlines may even request that the Pension Benefit 
Guarantee Fund Corporation (PBGF) take over their pen- 
sion liabilities. In essence, this would mean growing 
Federal debt and more financial burden on the public. 
What is going on in the airline industry does not make 
market sense. But it can perhaps be explained by the 
political clout of airplane manufacturer Boeing, and the 
companies that finance it. 

When the airline industry was deregulated, there was 
widespread belief that lower-cost discount airlines would 
thrive by charging lower fares. Many economists expected 
that the discount airlines would take away large market 
shares from the high-cost legacy airlines. Unfortunately, 
after a short period of growth following deregulation in 
1978, the discount airlines’ market share declined. This 
decline took place during the second half of the 1980s, as 
all the new discount airlines declared bankruptcy, and all 
but one went out of business. However, in the 1990s, 
discount airlines began to grow again due to the Clinton 
Administration’s action to increase competition from 
discount airlines. Policies were implemented that led to 
the formation of several new discount airlines in the mid- 
to-late 1990s, and since 2001 their market share accel- 
erated as business travelers, along with the general 
public, sought lower fares. Discount airlines began serv- 
ing more cities that had so far been the exclusive domain 
of the major airlines. 


THE RISE OF THE DISCOUNT AIRLINES 


Since the early 1990s, several new discount airlines have 
emerged, modeled in part, after SW’s successful opera- 
tions. Given their lower cost structure, the discount 
airlines offered basic air service at considerable savings 
in comparison to the prices charged by the six major 
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airlines. Three of the most successful new discount air- 
lines (as we discussed earlier) were AirTran, Frontier, and 
JetBlue. 

The low fares of the discount airlines became particu- 
larly attractive since the beginning of the recession in 
2001 and the negative impact of the terrorist attacks of 
September 11, 2001, on the US economy. Hence, the low- 
airfare discount airlines grew in popularity, and since 
2002, two new discount airlines have come into exist- 
ence. America West changed from being a full-service to 
a discount airline in 2002. In 2004, a regional airline that 
had formerly provided feeder service for two major airlines 
became an east coast discount airline called Indepen- 
dence Air. Furthermore, US Airways has proposed con- 
verting its operation to a discount airline, now that it has 
merged with America West. Unfortunately, the rapid growth 
of new discount airlines could be more than what the 
market can absorb. Thus, over the next few years, there 
could be a shakeout among the weaker discount airlines, 
as well as a consolidation of the major airlines. 


AMERICAN WEST BECOMES A DISCOUNT AIRLINE 


America West is the oldest US airline that began opera- 
tions following deregulation in 1978. Over the years, it 
expanded by rapidly adding new aircraft to its fleet and is 
now the eighth largest airline in the country. Its two 
primary markets are Phoenix and Las Vegas, and from 
these cities it flies to major airports in the SW—including 
Los Angeles, Orange County, and San Diego. America 
West received a $429 million loan from the US Air Trans- 
portation Stabilization Board in 2002, after obtaining $50 
million in concessions from its lenders and employees. 
Douglas Parker, the Chief Executive Officer of America 
West, explains that the airline made major changes in 
2003, and lowered its costs, thereby becoming profitable 
once again. In the process of lowering its costs, many 
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pilots and flight crew were discharged and 250 manage- 
ment positions were eliminated.®° 

America West also changed from operating a traditional 
hub-and-spoke system to a less costly and more efficient 
point-to-point system. In the process, it lowered its cost- 
per-seat mile flown, bringing it close to the level of SW and 
JetBlue—two of the lowest-cost airlines in the industry. 
In addition to reducing costs, America West changed its 
pricing strategy to make it similar to that of the discount 
airlines. It reduced fares for tickets purchased seven days 
in advance to 50-75 percent less than the major airlines’ 
fares. The result was a large increase in business trav- 
elers, which actually improved its overall yield. Parker 
stated that 


Rather than getting low-yielding fares from leisure travelers 
and some very high yields from some last-minute business 
travelers, we were able to sell tickets in the middle of the 
price spectrum, which improved overall yields. 


America West also started flying longer routes, which 
further contributed to the reduction of its average cost- 
per-seat mile flown.°?! As a result of these changes, 
America West turned in a profit during the last three 
quarters of 2003 while the major airlines were incurring 
substantial losses.°? 


ATLANTIC Coast AIRLINE BECOMES A New DISCOUNT AIRLINE 


For a number of years, Atlantic Coast Airline had been a 
feeder airline for United and Delta, flying passengers from 
small cities in the East to one of the two airlines’ hub 
airports. In early 2004, the feeder airline announced that 
when its contracts with these two major airlines expire, 
it would become a new discount airline called Indepen- 
dence Air. Discount airlines were expanding into the North- 
east where previously there had been little competition 
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from the low-cost airlines. Management of the feeder 
airline believed there was a good opportunity to provide 
lower fares to the flying public. Independence Air hired a 
consulting firm based in Washington, D.C. to evaluate its 
change-over plan. It received a 53-page report, Next Gen- 
eration Low-Cost Carriers, which discussed a number of 
factors associated with the success of low-cost carriers. 
The report concluded that Independence Air had a “better- 
than-average” chance of succeeding if the airline held 
down its costs, carefully selected its routes, and consis- 
tently evaluated route profitability. 

Independence Air’s first flight as a discount airline was 
on June 16, 2004. Over the latter part of 2004, it started 
providing discount service to 35 cities from Dulles Inter- 
national Airport in Washington, D.C. with a fleet of 87 
Bombardier regional jets. Initially, the plan was to fly to 
destinations in the Northeast and mid-Atlantic region 
during 2004. In September, Independence Air took deliv- 
ery of its first 132-seat A319s jet (out of a total of 27), and 
began flying longer routes to the Midwest and West. 

Independence Air had determined that it required a load 
factor of 70 percent to break even. One of the problems the 
new airline immediately experienced was that the major 
airlines often matched its prices and cut their fares by as 
much as 90 percent. In December 2004, Independence 
Air’s load factor was 53.2 percent, and in January 2005, 
it fell further to 45.7 percent. This is the same predatory- 
pricing problem that dozens of other new discount airlines 
have faced since deregulation in 1978. As the major 
airlines would temporarily meet their prices, small dis- 
count airlines were unable to attract enough business to 
operate profitably, and were forced to cease their opera- 
tions.°** This is the fate that also befell Independence Air. 
When it announced on its cease operations on January 2, 
2006 that it would cease flights on January 5, the upstart 
airline had dwindled down to three flights a day and 2,700 
employees. The airline blamed ‘continued financial 
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challenges’ for the decision. “While we were clear in 
reminding everyone that this was a possibility, we re- 
mained optimistic that there would be a way to avoid 
reaching this juncture,” said CEO Kerry Skeen. “To date 
there has not been a firm offer put forward that meets 
the financial criteria necessary to continue operation 
as is.”635 


A Major Makes PLANS TO BECOME A DISCOUNTER 


US Airways is the smallest of the six legacy airlines, and 
its business is concentrated in the densely populated 
northeastern part of the country, where 30 percent of 
airline travel originates. However, unlike most of the 
other major airlines, US Airways primarily flies relatively 
short routes between its three hub markets located in 
Philadelphia, Pittsburgh and Charlotte—and then from its 
hub markets on to other cities. As a result, it has the 
highest cost-per-seat mile flown among the major air- 
lines. In the 1990s, US Airways began to face increased 
competition from SW. The largest discount airline had 
expanded from the SW to the West coast, on to the North 
Central part of the United States, and finally to the 
Northeast—the home base of US Airways. At the same 
time, AirTran also began to provide service from Atlanta 
to US Airways’ markets in the Northeast. In early 2004, 
Stephen Wolf, US Airways’ chairman, told a congressional 
subcommittee that “The Arlington-based carrier is facing 
a perilous future” since it is neither a national carrier 
like United and American nor a discounter like SW.636 

US Airways approached several major airlines about 
the possibility of a merger to form a stronger major airline. 
American had been permitted to merge with bankrupt 
TWA. Similarly, United and US Airways (both now in 
Chapter 11 bankruptcy) proposed a merger in 2000. They 
felt this proposition was reasonable, since routes of the 
two airlines did not overlap to any significant degree, and 
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they could generate significant operating savings. How- 
ever, the US Department of Justice vetoed the merger on 
the grounds that it would create too much market power. 
US Airways had no option but to pursue another course 
of action it had been considering. If it could obtain further 
wage concessions from its unions, it would become a 
discount airline. Facing the alternative of the liquidation, 
the airline’s unions agreed to further wage cuts.®°” 

In 2004, US Airways held discussions with America 
West about the possibility of a merger. America West had 
successfully transformed from a major airline to a low-cost 
discount airline in 2002 after obtaining a government 
loan, and US Airways also wanted to become a discount 
airline. Negotiations intensified in 2005, and on May 19, 
2005, the two airlines officially announced their plans to 
merge. After receiving clearance from U.S. bankruptcy 
court and America West shareholders, the merger was 
officially consummated on September 27, 2005. The new 
airline adopted the US Airways name and the US Airways 
color scheme for all planes. It also coordinated the two 
flight schedules and began more cross-country flights, 
which are often more profitable than the shorter routes. 
W. Douglas Parker of American West became CEO. At the 
time, he said that the combined airline would be in “a 
position of strength and future growth that neither of us 
could have achieved on our own”. US Airways Chief Execu- 
tive Officer Bruce Parker became Vice Chairman, and 
said the joint airline would “bring more choices for our 
customers” .838 

The proposed merger definitely has its pros and cons. 
There were airline analysts who believed that there are 
clearly too many airlines and that to create a viable 
industry, the airlines must consolidate. The US Airways 
and America West merger has been called “Project Bar- 
bell”. America West’s operation is concentrated in the SW, 
with its two major markets in Las Vegas and Phoenix. By 
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contrast, US Airways’ major hub airports are located in the 
Northeast and include Charlotte, Pittsburgh, and Phila- 
delphia. Merger of the two airlines permits the new dis- 
count airline to fly more cross-country flights.°9 

However, some analysts question the logic of the merger. 
Philip A. Baggaley, an airline analyst with Standard and 
Poor’s rating service, asked even though the merger 
would create a larger airline, “how can it compete with 
SW?” America West’s primary competitor is already SW. 
If US Airways and America West merge, it would bring the 
new airline into more direct competition with the healthi- 
est airline in the United States. Michael Allen, of Back 
Aviation Solutions, stated that “There’s limited proof that 
airline mergers actually work.” William Warlick of Fitch 
Rating Services agreed, and added, “They are messy by 
their very nature.”6?° 


SUMMARY 


The barriers that the major airlines used to thwart the 
growth of discount airlines have crumbled over the last 10 
years. Unless the Federal government continues to sup- 
port bankrupt major airlines, the discount airlines will 
continue to grow, taking their market share from 30 
percent of direct flights at the beginning of 2005 to 50 
percent by 2010. SW is expected to remain the most 
profitable airline in the United States by offering “basic 
airline service at low prices”. Other discounters, such as 
JetBlue, offer both lower fares and upgraded service with 
leather seats and seat-back television. The public re- 
sponse to JetBlue is likely to remain strong given its 
economical long-distance flights and good service. Dis- 
counters such as AirTran offer both coach-and first-class 
seating, and have a fleet of new airplanes with leather 
seats. AirTran is also more economical to fly and main- 
tain. However, smaller discounters like AirTran and Fron- 
tier face a financial risk as more traditional airlines 
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attempt to become discounters and low-cost carriers start 
competing with one another for market share. 

According to executives of Delta and Northwest, consoli- 
dation of the major airlines is necessary. Major airlines 
should be permitted to combine and significantly reduce 
the number of airplanes they fly, in order to become 
profitable once again. However, “turning around the major 
airlines is by no means a sure thing.” The cost to the 
public is huge, as major airlines in bankruptcy drop their 
pension cost on the Pension Benefit Guarantee Corpora- 
tion. Clearly, there are no easy answers. 

One thing is certain though: the longer the problem of 
the majors is allowed to fester, the worse the situation is 
going to be for the US economy. There are too many high- 
cost airlines, and the Federal government should stop 
subsidizing their operations. The situation is very seri- 
ous—it requires the attention of the best brains in the 
industry along with a clear-thinking Congress and Presi- 
dent. Unfortunately, the Federal government is allowing 
United and US Airways to dump its pension cost on the U.S. 
Pension Guarantee Fund so they could emerge from bank- 
ruptcy. This means the public picked up tens of billions 
of dollars of pension payments for these two airlines. 

Making matters still worse, Delta declared bankruptcy 
in September 2005. If Delta succeeds in dumping a large 
portion of its pension funds on the government and US 
citizens, the three remaining major airlines (American, 
Northwest, and Continental) will want to do the same. The 
question can be fairly raised as to “why firms that declare 
bankruptcy and cannot cover their costs” are not forced 
to liquidate as has been the standard practice. The Fed- 
eral government bail-outs of United and US Airways are 
only going to worsen the situation for the other major 
airlines. 

There is a small chance that the Federal government 
will not rescue Delta and other major airlines as it did with 
United and US Airways. The Wall Street Journal published 
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an editorial by David Wessel called “Airlines May Have to 
Fly Without Lifeline” on June 2, 2005. The author claims 
that the Bush administration’s diagnosis of the airline 
industry is that “The industry is plagued by overcapacity. 
Big airlines are losing money because costs are so high 
they can’t compete. The sooner some high-cost airlines 
die, the better.” He indicated that the Bush Administra- 
tion has quietly adopted the position of “let the market do 
it” and decide who succeeds and who fails. If, in fact, the 
free market is allowed to work, then the number of major 
airlines will decline, and the market share of the dis- 
counters will expand rapidly, given the large savings they 
can provide the flying public.®! 


Recommendations for 
Successful Airline 
Deregulation 


Chapter 
Fourteen 


SO WHAT have we learned after decades of airline deregu- 
lation in the US and Europe, and more recently from India 
and other Asian countries? Is there a right way to deregu- 
late? Is it possible to glean recommendations for the best 
way to implement the deregulation process? Here are 
some recommendations for policy makers, new entrants, 
incumbents, and suppliers that will provide a smooth 
transition, ultimately result in an ordered field of compe- 
tition and provide benefit for air transportation consumers. 


RECOMMENDATIONS FOR Poticy MAKERS 


The experiences of USA and India have clearly shown that 
a rapid, or “big bang”, approach to deregulation is not a good 
model to follow. For the incumbent airlines, it is not 
reasonable to expect that overnight there will be a 180 
degree switch from being a competition-sheltered organi- 
zation with protected routes, regulated pricing, and lack 
of meaningful competition to being a savvy marketing 
strategy and customer oriented organization that deftly 
fights off swarms of low-cost start-up airlines. 

It is not that protected carriers need sympathy or a 
guaranteed spot as a competitor; this is a matter of 
providing an opportunity to adjust from an industry 
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structure that was mandated by the government to a new 
regulatory vision. Additionally, this helps to minimize 
the interruptions and uncertainty for airline industry 
consumers. 

It also takes into account the difficulty in exiting from 
investments in capital and labor that are an inherent part 
of being a major carrier, regardless of the regulatory 
environment. The airline industry is both capital and 
labor intensive, especially for common carriers. An in- 
cumbent carrier may realize it has to reduce capital and 
labor costs to compete against new low-cost and nimble 
entrants who can have lower cost structures and fewer 
obligations. But it usually cannot make the adjustments 
quickly because of huge employee obligations such as 
pensions and health insurance for retirees, or contrac- 
tual agreements with unions that are a legacy of their 
regulated past. They also have an enormous amount of 
physical infrastructure that is embedded and cannot be 
quickly liquidated, such as investments that have been 
made in airport expansions and improvements. The in- 
cumbents have a license or rights to fly and the sale of 
these is not easy because they have to go through a 
government approval process. 

Exiting the business is not so much a market-driven 
process as a regulatory process. So, given that there are 
high capital and labor obligations and exit is very hard, any 
kind of rapid deregulation will come as a shock. Regard- 
less of the industry, if you are highly regulated, and the 
rest of the industry is highly deregulated, you are in an 
untenable position. 

If the market is opened too quickly, it will most likely 
result in major difficulties for the incumbent, which is 
usually the national carrier. The ensuing chaos and 
possibility of collapse of the incumbent creates undue 
hardships and can even result in a political backlash 
against deregulation. There are numerous issues that 
must be addressed in the transition and many of them 
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cannot be resolved overnight. For example, if the regu- 
lated carrier's employees are government employees, 
what do you do with their pension plans? The problems 
created by a rush to deregulate can be seen in India, 
whose “open skies” policy has resulted in airport strikes 
and industry turmoil. The country’s domestic market was 
first opened to untethered competition which created a lot 
of nightmares for the incumbent national carrier, Indian 
Airlines. And now the international carrier, Air India, is 
facing a similar situation as that segment is open to full 
market forces. 

To create a “soft landing” that will allow incumbents 
time to reorient their organizations to face a new world 
of competition, to make for a less disruptive process for 
the flying public, it is important that regulators develop 
a strategy for a staged deregulation that gives incumbents 
a measured timetable for the transition. This is not 
intended to guarantee incumbents a continued role as the 
dominant carriers, or to even ensure they will survive 
once full-blown competition is in place; it is just a way to 
give them an orderly opportunity to prepare for the inevi- 
table. It is a better alternative to the turmoil of an all-or- 
none strategy of deregulation. 


Staged Deregulation 


There are a number of steps in a staged deregulation that 
will pave the way for a smooth transition from strong 
government oversight to a market-oriented approach. 


Privatize National Carriers and Reorganize 
Them into Corporations 


If the incumbent is a government-owned carrier, the first 
step is to go through a process of privatization, even if it 
is initially a public-private partnership. This will move 
the carrier from a government bureau mindset driven by 
national policies, rules, and regulations to a competitive 
enterprise mindset where decisions are driven more and 
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more by the markets, and less and less by capacity and 
capital expenditures. Because it is a regulated monopoly, 
what you must do is change the nature of the regulated 
monopoly first so it does not collapse when you open up for 
full-blown market competition. In the US, this is what has 
been done with electric utilities and the telephone busi- 
ness, and the failure rate has been a lot less in those 
industries. 

In the UK, the airline privatization process took this 
route. The British made sure that the regulated carrier, 
British Airways (BA), was introduced to the market-driven 
approach in stages. Passenger satisfaction ratings be- 
came an important benchmark for success and as a result 
the attitude of BA employees shifted into a new competi- 
tive mindset. 


Set a High Standard for Entry by New Carriers 
Starting an airline is a very expensive proposition, espe- 
cially if you are yearning to be a common carrier or are 
planning to be in the industry for the long haul. Because 
of the massive investment involved, it is better to set the 
bar high for entry to ensure that new competitors will do 
more than create a temporary disruption in industry 
stability. These carriers must be able to document and 
validate that they have the financial resources and com- 
mitment to scale with significant operational compe- 
tence. This is how it was done in the US cellular phone 
industry, a similarly capital intensive sector. When the 
government decided to expand the cellular phone market 
and auction off licenses for frequencies, only two or three 
companies or consortiums were allowed to purchase in 
each band. 

This is the philosophy that has been adopted by the 
Chinese government as well when they decided to allow 
two alternatives to the national airline, China Airlines. 
The other two behave like private corporations but they 
have enough financial backing to survive for a period of 
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time that will allow them to develop their market position 
and hone their competitive instincts. India did it the 
opposite way. The government flung open the doors to 
unbridled competition and there was a flood of new en- 
trants. Most of them lacked the financial resources and 
business savvy to compete and few survived. A second 
wave of eager start-ups is now taking place and there will 
certainly be another tumultuous shakeout. Instead of 
going through successive waves of expansion and contrac- 
tion, a more orderly process would be served by setting the 
bar high for entry, whether the new entrants are govern- 
ment or privately backed. 


Create Oligopolistic Competition 


Most governments dislike cartels and oligopolistic compe- 
tition because of price collusion and capacity collusion. 
But the “Rule of Three” theory advocates that in the long 
run, no matter how many companies the industry starts 
with, there is always a shakeout and only three compa- 
nies become full volume-driven competitors. Research on 
service industries that have only three competitors shows 
they have lower prices, better innovation and more mar- 
ket coverage. This does not mean you cannot have other 
airlines in the industry. There is still a need for niche 
carriers to serve smaller segments of customers and 
geographies. 42 

The Rule of Three played out in the American airline 
deregulation. Of the 70 airlines that existed before de- 
regulation, after the shakeout only Delta, American, and 
United remained as integrated carriers. The Chinese, 
however, are taking a different approach. If you know that 
ultimately the outcome will be to have only a handful of 
competitors, it seems better to not go through the trouble 
of loss of capital and jobs, and keep three as the blueprint 
for the industry. This oligopolistic structure will create 
greater stability and achieve the same result of a few 
strongly competitive players. 
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Develop a Shared, Industry-wide IT Platform 


In the US, airlines have historically viewed their comput- 
erized reservation system (CRS) as a competitive advan- 
tage. If you were a travel agent and had a Sabre system, 
the first screen was of American Airlines listings, the 
company that happened to own Sabre. This type of captive 
CRS gives undue competitive advantage and should not 
be allowed. There should only be one platform and it should 
be a separate, stand-alone entity, similar to Visa or 
MasterCard for banks. This system should be set up as a 
separate company so that airlines and consumers are 
treated equitably. 

If you do not go through a staged deregulatory process 
as outlined above, incumbents are likely to feel trapped 
in a no-win situation and engage in irrational behavior, 
such as predatory pricing, gate control, or hub control. Or 
they could resort to using political and regulatory maneu- 
vers to reshape regulation in their favor. They may even 
take competitors to court to slow down their ability to 
compete. And despite all of these irrational maneuvers, 
they will still end up destroying themselves. 


RECOMMENDATIONS FOR NEW ENTRANTS 


Enter Only When You Can Expand the Market 


The key message for new entrants is to enter only when 
you are confident you will increase the total number of 
passengers in the market. When you bring in additional 
aircraft you are expanding the capacity on a route or 
routes. However, if your advertising and promotional 
efforts are only resulting in competition for the same 
number of seats that were served by the incumbent, 
instead of increasing the overall number of passengers, 
the end result will be a lose-lose proposition: lower 
margins for the incumbent and the eventual end of your 
operations. 
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It is tempting to target a few highly profitable routes as 
the basis for a competitive pricing strategy. You may 
capture some of the market in the short term, but the 
incumbent will be able to lower prices and be better able 
to weather a short-term drop in profitability because 
they have other routes that contribute to the bottom line. 
Your long-term chances for survival are not good in this 
scenario. 

One way to expand the market is to look for segments 
of the population that are traveling by means other than 
air transportation. This could be people who go from point 
A to point B in their own or rental cars, or take a train. 
Travelers debate even the merits of price, convenience, 
and traveling time of airlines versus other modes of 
transportation for distances of about 250-300 miles. If you 
come into one of these markets with a price that tips the 
balance in favor of air travel, you can tap into a new pool 
of fliers, and not have to compete for the same seats that 
are currently being served by an incumbent. 

You may also find an opportunity to create an entirely 
new market. This is why PSA succeeded in California. For 
many people, to travel from San Diego to LA, or LA to San 
Francisco, it made sense to give up the 3-4 hour driving 
time and wear-and-tear on their vehicles, or in the case 
of bus or train passengers an even longer travel time, for 
the convenience of a short, reasonably priced plane ride. 
SW Airlines had a similar experience in Texas by exclu- 
sively flying the Dallas, Houston, and San Antonio routes. 


Enter Markets Where There is an Excess of Infrastructure 


Look for markets that not only have an excess demand but 
also an excess of infrastructure, as evidenced by empty 
gates or even shuttered airports. It is not enough to have 
one gate and two aircrafts when you enter a market; you 
need to have 10 gates or more. This allows you to come 
into the market with the scale of passenger capacity and 
shared cost structure necessary to build a profitable 
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operation. This is also a strategy that creates less friction 
with incumbent airlines. 

Excess capacity can occur for a variety of reasons. One 
could be that a new airport has been built or an existing 
one is expanding. But building or expanding airports isa 
very lengthy process that can often stretch on for decades, 
and by the time it is completed any excess capacity may 
have already been absorbed. 

Therefore, it is much easier to identify airports that 
already have excess capacity, and locate operations there. 
This was the case with Chicago’s Midway Airport, which 
at one time was the world’s busiest airport. After airlines 
began to favor the longer runways at cross-town O’Hare 
International Airport in the 1950s and 1960s, business 
dropped dramatically at Midway. Eventually, the airport 
underwent a major renovation program and the excess 
capacity became home to low-cost carriers such as Mid- 
way Airlines and SW Airlines. Similar transitions took 
place at Houston’s Hobby Airport and Love Field in Dallas. 

The most common reason for excess capacity is when 
an airline reduces or ceases operations in a particular 
market, or goes out of business. This is especially 
impactful when an airport has been serving as a hub for 
the airline’s operations. One of the many examples of this 
occurred when Piedmont Airlines, which used Dayton 
Airport as a major hub, was absorbed by USAir. Flights from 
Dayton were dramatically reduced as a result. Although 
the airport has recovered somewhat because of new flights 
from other airlines, it still has considerable excess capa- 
city, and would be a good launching point for a start-up 
airline. 


Coexist with the Incumbents 


In the beginning, you should develop a strategy for 
coexisting with the incumbents, especially if they are 
government-owned enterprises. If you jump in and attack 
them broadly across their customer base, they will 
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certainly retaliate with full force and resort to using their 
considerable political power and political connections. It 
is possible that with the stroke of a pen you could be 
destroyed. It is better to look at expanding the market (as 
we talked about earlier) by appealing to segments the 
incumbent has not focused on (e.g., families that drive to 
vacation destinations), or going after a subset of the 
incumbent’s market (e.g., low-end business commuters). 
This way the incumbent does not feel as threatened by 
your presence and will have less reason to take drastic 
retaliatory actions. 


Make Sure You Have a Banker in Your Pocket 


Just like telecommunications and steel, the airline in- 
dustry is capital intensive. This is what we call a “deep- 
water phenomenon,” where the deep water is the enormous 
amount of capital you need to sustain your survival and 
growth. Therefore, access to financial resources is key for 
long-term viability. Most new airlines are started by 
entrepreneurs who generally do not have huge amounts 
of personal capital so it is important to have a “banker in 
the pocket” who can secure the large amounts of financial 
capital necessary to start operations, smooth out the ups 
and downs of initial market competition, and provide the 
means for financing additional aircraft and operations as 
you expand. 


Enter When There is Excess Aircraft and Labor Pool 


The airline industry has been particularly prone to eco- 
nomic shocks, such as those caused by the oil crisis of the 
1970s and the attacks of September 11, 2001. During 
these times the incumbent airlines generally put a halt 
to new aircraft purchases. However, because of the high 
fixed costs of aircraft production, major vendors such as 
Boeing, McDonnell-Douglas, and Lockheed have a difficult 
time adjusting their production downward. In these times, 
it is possible to buy new planes at a much lower cost and 
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a good opportunity for a low-cost airline to purchase or 
lease inventory. The same is true for labor pool. When the 
industry as a whole is in recession there is generally a 
large workforce of available, and less expensive man- 
power. An excess of labor can also occur after the end of 
a war, when military pilots and mechanics are likely to 
make a transition to civilian life. 


Don’t Try to Compete on Price Alone 


Having an aggressive pricing structure is necessary to be 
competitive, but it is not a sufficient condition for success 
by itself. Low costs will not be sustainable because unless 
you happen to be in a period where there is an excess pool 
of skilled labor, your costs will rise along with your success 
as you compete for a relatively fixed pool of specialized 
employees. Mechanics and pilots are two positions that 
must be certified and licensed and, especially in the case 
of pilots, it takes time to generate them internally. One 
of the biggest challenges for India’s airlines at the mo- 
ment is finding enough pilots to fly the mushrooming 
number of routes. To deal with this, Indian airlines have 
begun importing pilots from other countries. 

A second reason to not compete on price alone is 
because the competition will usually match a low price. 
So in addition to low price, you must have a differentiating 
strategy such as exemplary customer service. Most suc- 
cessful new entrants have had low price and high cus- 
tomer satisfaction, two areas that are usually negatively 
correlated. Strategic models, such as Michael Porter’s 
Five Forces of Competition, tell us that you can either be 
a low-cost or a differentiator. In this case, the model does 
not apply. 

SW, AirTran, Ryanair, easyJet, and JetBlue have been 
successful at this. They generally differentiate through 
the following characteristics: 


e punctuality; 
e friendliness; 
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e a modern fleet; 
e a better IT platform; and 
e a better customer experience in general. 


Leverage Your Economies of Scale in Procurement 


If you are a successful new entrant, you must leverage 
your economies of scale in procurement. Indeed, it is 
better to buy than to do it in-house. As a customer, you 
have better clout over your suppliers than as an employer 
over employees and unions. With your economies of scale 
you can negotiate better contracts with Coca-Cola, paper 
goods manufacturers, food companies, Boeing, Airbus, 
and other suppliers. 


RECOMMENDATIONS FOR INCUMBENTS 


Transform Yourself before Deregulation 


You must transform yourself as a company during the 
deregulation process. The staged deregulation process 
discussed earlier allows for an orderly transition from a 
protected carrier to a competition oriented one. This will 
not guarantee your success but it does at least provide a 
more level playing field. Otherwise, if you try to jump into 
the competitive market without the necessary changes 
in operations and attitude, you are setting yourself up for 
a David and Goliath scenario, and you will be the losing 
giant. Neither Pan Am nor Eastern Airlines were prepared 
for their entry into deregulation and both died as a result. 
In Europe, many of the national carriers, such as Sabena, 
Iberia, KLM, and Swissair had the same problem. There 
were some who did take the steps to be prepared, for 
example, SAS and BA. 


Do Not Cross Subsidize 


You should wean yourself from cross subsidies as 
much as possible before deregulation. When you plot an 


304 Deregulation and Competition 


established airline’s revenues by routes, you will find that 
many of them are not making money. These routes 
usually have underutilized capacity or the price is too low 
to cover the per passenger cost of flying. In effect, these 
routes are being subsidized by profitable routes that have 
higher price points and more capacity utilization. Usually 
the subsidies are between international and domestic 
flights because international prices are still fixed. An- 
other common cross subsidy is between business custom- 
ers and tourists. 

One reason airline industry incumbents strongly be- 
lieve in cross subsidization is because they use incre- 
mental costing. In other words, the costs of flying from 
point A to point B are largely fixed once the plane takes 
off, so the incremental cost of serving demand is close to 
nothing. So what they do is at a certain point the price 
drops to add more customers and sometimes the best 
prices are an hour or two before the flight. 


Be Careful of Price Wars 


When a new entrant enters the market, they will most 
likely use low price as a key element of their competitive 
strategy. An incumbent must examine the situation 
carefully before jumping into a counterattack and if it 
appears that meeting the lower fare will not significantly 
affect the overall revenues. However, if a lower fare does 
not result in more paying customers, the incumbent 
stands to lose because it will end up with an unprofitable 
route. Without an expanded market, the niche player will 
be under pressure to either quickly take a large share of 
the market or raise its fares. 


Be Careful of Antitrust Pricing 


Another dangerous temptation for incumbents is to use 
retaliatory pricing as a defense against a new entrant. 
Even in cases where meeting the competitor’s price makes 
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sense because there will be an expanded market to absorb 
the lessened per passenger revenue, incumbents must be 
careful to not be perceived as practicing a selective pric- 
ing strategy designed to shut down the new competition. 
This type of antitrust activity has been used successfully 
in the past but regulators are now more prone to step in 
if an obvious attempt is made to gain unfair competitive 
advantage. 


Separate High Profit Routes from Low Profit Routes 


Segment the market as an incumbent so that price 
sensitive customers are separated from non-price sensi- 
tive customers, and highly profitable routes are separated 
from low profitable routes. As the incumbent, you have the 
scale to segment the market and you offer three levels of 
service: good, better, best service levels. 


Do not Build Hub and Spoke Operations 


Hub-and-spoke operations are inherently inefficient, 
especially when compared to the point-to-point service of 
SW and JetBlue. The problem is that demand is much 
more consistent on a point-to-point basis and more vari- 
able for a hub-and-spoke network. Operating a set of route 
means you have to commit substantial upfront fixed costs, 
and the more variable the demand, the greater the poten- 
tial for loss of profit. In addition, since a hub-and-spoke 
network requires airplanes of various sizes you can not 
benefit from streamlining maintenance. 

The hub-and-spoke model is also less customer friendly. 
When a large number of routes come together at the same 
location, you often have an overcrowded airport. And if one 
aircraft does not arrive on time it can disrupt travel for 
a series of the following flights. If this happens at the end 
of the day, passengers can become stranded overnight. 

With a point-to-point system, preferably non-stop, your 
schedule is based on origin to destination. You also sched- 
ule flights based on frequency of demand: the more the 
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traffic the greater the frequency. You cannot do this with 
a hub-and-spoke systems because when all flights come 
together there is a huge peak load. If a hub is hit by bad 
weather, everything falls apart because all your eggs are 
in one basket. 

The only place the hub-and-spoke systems may be 
viable is for international flights where your domestic 
customers will be very few. Singapore and Dubai airports 
do only international flights with no domestic flights. This 
was not by design; it is just that they have nowhere to fly 
domestically. 


RECOMMENDATIONS FOR SUPPLIERS 


Transporting passengers is the most downstream activity 
in the airline industry. This is also the final point in the 
pricing structure. When the industry was highly regulated 
this was not a problem because pricing was fixed based on 
the basis of costs that were passed down through the 
supply chain and the airline’s own operations. Pricing was 
based on cost plus profit. But now market forces are in 
play, and market forces use competitive pricing as a 
mechanism for removing inefficiencies in the cost struc- 
ture. As a result, it is now a price minus cost industry 
where maximum efficiency must be achieved in internal 
and external cost centers. 

This has implications not only for airlines who must 
minimize their costs in order to be price competitive with 
each other and with transportation substitutes such as 
automobiles and trains. It is important that suppliers 
realize that helping airlines and the airline industry to 
increase the efficiency of the supply chain and grow their 
revenue stream is in their own interest. 

The computer industry is an example of what can hap- 
pen when suppliers forget their customers must also make 
money. More than 80 percent of the cost of getting a 
computer to a customer goes to upstream suppliers, and 
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the majority of that goes to two companies: Microsoft and 
Intel. The company with the final branding or distribution, 
whether it’s Hewlett-Packard (HP), Gateway, Best Buy or 
Circuit City, must wring their internal costs out of the 
remainder. It has become increasingly less likely that a 
profit remains after that. Even Dell, which has become 
successful by developing a highly sophisticated manufac- 
ture-on-demand system, is making money. This model is 
not sustainable and will result in the demise or defection 
of Microsoft’s and Intel’s customers. This is the case now 
with Intel, which is struggling with competitors such as 
Advanced Micro Devices (AMD). Microsoft is also looking 
at major discontent from its customers and serious at- 
tempts to break away from the Microsoft family of software 
applications. 

There are three broad categories of items that are 
provided by suppliers to the airline industry: 


e Capital goods (e.g., aircraft, vehicle, tow vehicles, 
trucks, baggage tractors, boarding stairs, aircraft parts) 

e Infrastructure: either physical infrastructure (e.g., 
airport authorities) or soft infrastructure (e.g., IT 
industry) 

* Operating costs (e.g., fuel, maintenance, uniforms, 
food and beverage) 


Here are some recommendations for how suppliers can 
contribute to their airline customers’ success. 


Do not be an Arms Merchant 


Do not load up sales on an airline because you may end 
up picking up the cost of Chapter 11 protection. In that 
case, you will get less than you are owed, or nothing at 
all. In the long run, overselling creates a situation where 
the customers are burdened with non-revenue producing 
assets. This is especially dangerous in a capital intensive 
industry such as air transportation. 
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Provide More Revenue Generating Products and Services 


Identify new products and services that airlines can use 
to broaden their sources of revenue, especially high- 
margin items. These new revenue streams will translate 
into additional profit for the airlines, and for the supplier. 
Airlines already use sales of alcoholic beverages and in- 
flight shopping to supplement revenue from ticket sales. 
There are many other areas where airlines could expand 
their offerings (and in some cases have), including gam- 
ing, broadband access, gourmet beverages and food items, 
and expanded shopping. Suppliers must think in terms of 
how their products can be customized or reinvented to 
increase these types of airborne revenues. 


Streamline the Supply Chain so it Will be More Efficient 


The current airline industry is still mostly a legacy of the 
regulated monopoly era where airlines themselves own 
everything. Suppliers can help airlines take out this 
vertical integration by providing services that can be 
shared. This could include the sharing of gates, equip- 
ment, maintenance, aircraft, and IT systems. This will 
allow the airlines to focus on their core business of flying 
people from one destination to another. The electronics 
industry has taken this approach by outsourcing produc- 
tion through contract manufacturing and focusing their 
efforts on the design, marketing, and distribution of the 
final product. By developing third-party solutions, the 
supplier industry can create a more efficient supply chain. 


Help Airlines Grow the Overall Air Transportation Business 


Suppliers should look for ways to promote the airline 
industry as the preferred means of travel and to encourage 
passengers to fly more. This could be a side effect of an 
ad campaign that promotes a supplier’s product, as Boeing 
did with the introduction of the Sonic Cruiser, or it could 
be a more specific campaign by an association or ad hoc 
group of suppliers to promote the industry. Regardless of 
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the way in which the suppliers help expand the overall 
business, it is important to keep that mindset because it 
benefits both the airlines and the suppliers. This is the 
attitude Procter & Gamble (P&G) has taken with its largest 
customer, Wal-Mart. P&G has bought out companies, such 
as Clairol and Wella, that had products that were distrib- 
uted through drug stores or department stores. P&G then 
introduced these recognizable brands into the Wal-Mart 
distribution system. Airline industry suppliers must think 
the same way. 


RECOMMENDATIONS FOR EMPLOYEE UNIONS 


The traditional airline industry approach to wages and 
benefits was sustainable when there was a guarantee 
that revenues would cover cost of living increases, gen- 
erous health care programs, and a host of other employee 
benefits. Now that the industry is subject to market forces 
on the prices it can charge, there is no way airlines can 
support the longstanding union expectations about wages 
and benefits. This is especially difficult because the 
airline industry is not just deregulating, it is also global- 
izing. In other words, governments are allowing “open 
skies” where the industry is subject not just to domestic 
competition but also to international competition. Be- 
cause of this, employee unions must realize they are an 
integral part of the reduction of the industry’s cost struc- 
ture. When there is a huge wage disparity between na- 
tions, certain country’s airlines will have inherent 
advantages—just as we have seen in manufacturing and 
in the IT industry. So there has to be some kind of cost 
parity between airlines. This does not necessarily mean 
that employees in higher wage countries will take the full 
brunt of the cost equalization, but it is a major incentive 
for employee unions to think outside the box in order to 
reduce the industry’s overall costs. 
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Form “Cooperatives” to Take on Industry Functions 


A given function could be spun out of airlines and owned 
and operated by the employees or unions themselves to 
serve not one airline but a group of airlines. Some of the 
obvious examples are maintenance and pilots. There is 
already some outsourcing of maintenance by airlines, but 
there remains an opportunity to do it on a much larger 
scale and remove a lot of duplication of costs. Pilots could 
do the same thing. There are few compelling reasons why 
pilots have to belong to one airline. This will result in more 
flexibility of labor flow for pilots and airlines. They become 
contractors instead of employees, much like a large per- 
centage of the workers in the IT industry are. Unions 
should proactively seek out these kinds of opportunities 
to create employee-based companies. 
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